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OVERSIGHT OF THE CREDIT RATING 
AGENCIES POST-DODD-FRANK 


Wednesday, July 27, 2011 

U.S. House of Representatives, 

Subcommittee on Oversight 
AND Investigations, 
Committee on Financial Services, 

Washington, D.C. 

The subcommittee met, pursuant to notice, at 10:02 a.m., in room 
2128, Rayburn House Office Building, Hon. Randy Neugebauer 
[chairman of the subcommittee] presiding. 

Members present: Representatives Neugebauer, Fitzpatrick, 
Pearce, Hayworth, Renacci, Canseco; Capuano, Miller of North 
Carolina, Himes, and Carney. 

Ex officio present: Representative Bachus. 

Also present: Representatives Garrett and Stivers. 

Chairman Neugebauer. Good morning. This hearing will come 
to order. 

We will have opening statements, and I remind Members that 
your opening statements will be made a part of the record. I am 
going to ask unanimous consent today that we allow Mr. Garrett 
to participate in the hearing. Also, without objection, written testi- 
mony submitted by the FDIC will be made a part of the record. 

We will now have opening statements, and the Chair yields him- 
self 4 minutes. 

Today’s hearing is about the rating agencies. And I guess that 
the topics will be fairly broad, and we will cover a lot of ground. 
I think this is a very important time to have this hearing. 

If you look back to the financial crisis and the Dodd-Frank Act 
and all of the things that followed, some people indicated that they 
felt that the rating agencies had some culpability in the credit cri- 
sis, that the ratings did not actually reflect the risks that were 
being taken. 

Subsequent to that, we passed Dodd-Frank, and a lot of attention 
was given to the rating agencies in Dodd-Frank. Some of those reg- 
ulations have now come out, and some of them have not come out. 

One of the things was that there was deemed to be too much de- 
pendence on the rating agencies in the markets, and particularly 
in some of the financial institutions. And Dodd-Frank asked that 
the references to those ratings be really expunged and that the 
agencies, the regulators, would come up with new criteria for meas- 
uring risk that was not necessarily tied to the rating agencies. 

One of the things we will want to hear from our regulators today 
is where we are in that process. 


( 1 ) 
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The other thing that still is of concern to some folks is the fact 
that there still continues to be a concentration in just three of 
those agencies. Between Moody’s, Standard & Poor’s, and Fitch, 
they have covered about 98 percent of the ratings and 90 percent 
of the revenue, and some people are concerned that access for other 
entities to become Nationally Recognized Statistical Rating Organi- 
zations (NRSOs) is still limited, particularly when you look at some 
of the regulation that is coming out and making it more and more 
burdensome and more difficult for other firms to come into that. 
And I think we will hear something about that today. 

Also of interest to me is that when we look at the fact that some 
people say that we ended too-big-to-fail with Dodd-Frank, some of 
us do not believe that actually ended too-big-to-fail, but many of us 
somewhat believe that it probably contributed to furthering too-big- 
to-fail. 

When you look at the major financial institutions in this country, 
a lot of people thought that they should be smaller after Dodd- 
Frank. What we have seen is that many of these institutions are 
actually larger. 

And what we also now see within the rating industry is that 
there is still a reward for being considered one of those system- 
ically risky financial institutions and, in fact, that these institu- 
tions are getting somewhat of a bump or upticks over other finan- 
cial institutions, which may in fact have a better baseline financial 
rating. 

So these are some of the things that we are going to want to look 
at today. My guess is that some of my colleagues will want to dis- 
cuss something that is relevant to these times and that is the role 
of the rating agencies as it pertains to the United States sovereign 
debt. And I suspect there will be some questions along those lines 
as well. 

But I look forward to a very robust hearing. This is a very impor- 
tant part of our economy. A lot of people still put a lot of credence 
into these ratings. Some people feel like they have lost their credi- 
bility. And as we are moving forward, one of the things that we feel 
is going to be extremely important is restoring a little bit more cer- 
tainty in the marketplace. 

And so, with that, I will then recognize my good friend, the rank- 
ing member, Mr. Capuano. 

Mr. Capuano. Thank you, Mr. Chairman. 

First of all, welcome to all our panelists. 

I know that a lot of people today are going to want to talk about 
the removal of references. Though I am interested in that, I am 
more interested in other aspects. 

It is well known by everybody, actually, including all the testi- 
mony, the Majority memo on today, that faulty ratings contributed 
significantly to the recent economic problems that we have had. We 
all know that. It is accepted. There is really no debate about that 
any further. 

I am particularly interested in where we are now and how we go 
forward. And I am particularly interested in how the budgetary 
constraints might have impacted some of your agencies relative to 
implementing some of Dodd-Frank and whether, even in imple- 
menting Dodd-Frank, it has hurt other parts of your activities. 
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I think that is a very important aspect to this. It doesn’t do any 
good to have the greatest regulations in the world if you cannot en- 
force them or oversee them. 

I am interested in the overall report as to whether the credit rat- 
ing agencies are doing their job, whether we should be concerned 
any further about — at least currently, I know things can change to- 
morrow, but as of the moment — whether they have finally done 
what we had all hoped and wanted them to do. 

And I, from where I sit, think they have done a better job. They 
are more reliable, more independent, and have changed their model 
significantly. But I would like to hear your opinions as to whether 
or not that is a fair assessment. 

I am also interested in your opinions as to how we are doing with 
the bill that we passed. Like any bill, like particularly a major bill, 
I have always known, we have always known, that any major bill, 
no matter how good or bad you think it is, needs to be tweaked as 
you go forward. What did we do wrong? What can we do better? 
What should we be doing that we didn’t think of? 

Because the truth is our economic situation right now, the debt 
limit obviously is the crisis of the moment. Hopefully, we will pass 
that in the next few weeks or so, but that doesn’t solve all our 
problems. I think everybody here knows that. 

We have other problems. We have other things we have to ad- 
dress. And we have other economic issues that are related to the 
credit rating agencies. And if they do their job, I believe our entire 
system will work better, and that is really what I am interested in 
hearing today. 

So with that, I will yield back. 

Chairman Neugebauer. I thank the gentleman. 

I now recognize the chairman of the full committee, Mr. Bachus, 
for 3 minutes. 

Chairman Bachus. I thank the chairman for convening this 
hearing to examine the future of credit rating agencies post-Dodd- 
Frank. 

The credit rating agencies failed spectacularly in the years lead- 
ing up to the financial crisis. A government seal of approval for 
credit rating agencies led to a mispricing of risk and the subse- 
quent collapse in market confidence. 

House Republicans identified this as a significant problem and 
proposed removing references to credit ratings in Federal statutes. 
Unlike most of our proposals, which were rejected by the then-Ma- 
jority, this one was adopted and incorporated into the final legisla- 
tion with bipartisan support. I commend all the members of the 
committee for that. 

Section 939A of Dodd-Frank requires all Federal agencies to re- 
view and replace references to credit ratings in their regulations 
with alternative measures of creditworthiness. The significance of 
Section 939A cannot be overstated. Because the provision had over- 
whelming bipartisan support throughout the regulatory reform de- 
bate, I fully expect the regulators to implement it consistent with 
legislative intent. 

This provision has been discussed and debated within this com- 
mittee and on the House Floor and the Senate Floor since 2009. If 
the regulators had concerns prior to Dodd-Frank’s enactment about 
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their ability to develop suitable alternatives to credit rating, I am 
unaware of them having articulated any of those concerns to Mem- 
bers of Congress. 

While Section 939A is an important step to de-emphasize credit 
rating, the Dodd-Frank Act, in some cases, lacks consistency in its 
approach to credit rating. Provisions such as Section 939F, the so- 
called Franken Amendment, works against the intent of Section 
939A. The Franken Amendment reinforces the significance of credit 
rating by requiring the government to establish a system for the 
SEC to choose a rating agency to evaluate an issuer’s structural fi- 
nancial product. 

Regulations adopted by the SEC under Dodd-Frank appear to 
also contradict the goals of an earlier credit rating agency reform 
law authored by our colleague from Pennsylvania, Mr. Fitzpatrick. 
That was the Credit Rating Agency Reform Act, which sought to 
reduce the barriers to entry for credit rating agencies seeking the 
Nationally Recognized Statistical Rating Organization designation 
(NRSRO). 

However, the 517 pages of rules adopted by the SEC in May to 
implement sections of Dodd-Frank erect new barriers to entry for 
prospective NRSROs. SEC Commissioner Kathleen Casey stated 
that these rules may be life-threatening to smaller credit rating 
agencies. 

Finally, Dodd-Frank removes the expert liability exemption 
under the Securities Act for credit rating agencies. In addition to 
causing a dislocation in the asset-backed security market, a new li- 
ability standard further discourages new entries to the rating agen- 
cy arena. I am pleased that last week this committee approved leg- 
islation authored by the gentleman from Ohio, Mr. Stivers, to re- 
peal this counterproductive provision of Dodd-Frank. 

Mr. Chairman, all this shows why today’s hearing is very impor- 
tant. I look forward to hearing from our witnesses. 

Chairman Neugebauer. I thank the gentleman. 

And now I would like to recognize the vice chairman of the sub- 
committee, Mr. Fitzpatrick, who has done a lot of work in this area 
and has been a great advocate for making sure that we have more 
competition. And so with that, I recognize the gentleman for 2 min- 
utes. 

Mr. Fitzpatrick. Thank you, Mr. Chairman. Thanks for your 
leadership in convening this hearing. I know that we are all really 
looking forward to the testimony coming of both panels. 

Credit rating agencies have a role to play in our financial system. 
The problem is that the system has not always worked, especially 
for all of the users. In 2006, as the chairman indicated, I wrote leg- 
islation, the Credit Rating Agency Reform Act, designed to open 
the door to more participation and more competition in your indus- 
try. It began a process that has led to this day. However, in the 
interim, we had a catastrophic failure in the system that actually 
hastened the reform. 

I think it is striking that one of the few bipartisan under- 
standings to come out of Dodd-Frank was that reliance on credit 
ratings have become too ingrained and too pervasive in our stat- 
utes. However, Dodd-Frank instituted additional provisions that 
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seem to contradict our bipartisan agreement and, in fact, now cre- 
ate additional barriers to competition in the industry. 

It is timely that we are having this discussion in the midst of our 
debt negotiations here in the Nation’s Capital. The full faith and 
credit of the United States is on the line. We are at a crossroads 
where we need to decide if we are going to heed the economic warn- 
ings and get our fiscal house in order or just continue to have the 
Federal Government make the easy choices. 

So I think today’s hearing will contribute to that debate as well, 
and I look forward to participating. 

Thank you, Mr. Chairman. 

Chairman Neugebauer. I thank the gentleman. 

I now yield 1 minute to the gentleman from Texas, Mr. Canseco. 

Mr. Canseco. Thank you, Mr. Chairman. 

The financial crisis of 2008 reinforced the fact that the largest 
credit rating agencies carry a tremendous amount of influence over 
our economy. Largely because of a government stamp of approval, 
the ratings assigned to securities from Nationally Recognized Sta- 
tistical Rating Organizations were used as regulatory benchmarks 
for determining appropriate capital standards. 

NRSRO’s designation was also a cause of investor complacency 
when these rating agencies began to rate complex asset-backed se- 
curities and collateralize debt obligations, even though they had no 
experience rating such instruments, and as we now know, these in- 
struments were not really understood by anybody. 

In order to help decrease the dependence on a few organizations 
to have such an outsized influence in our financial system, a bipar- 
tisan proposal was added to the Dodd-Frank bill that required reg- 
ulators to cease their reliance on credit ratings and instead adopt 
their own standard of creditworthiness. Unfortunately, some bank- 
ing regulators have not fully embraced this common-sense pro- 
posal, and I have great concern over the impact of their decision. 

I look forward to hearing from our witnesses today on this very 
important matter. 

Thank you. 

Chairman Neugebauer. I thank the gentleman. 

And now the gentleman from New Jersey, Mr. Garrett, for 1 
minute. 

Mr. Garrett. Thank you. And I thank the chairman for holding 
this very important and timely hearing today. 

The consideration of regulatory reform legislation that Congress 
passed last year unfortunately was very partisan, and the over- 
reach that resulted from that partisan structure is now needlessly 
restricting our economic growth and limiting job creation. 

However, as was just pointed out, one significant area of biparti- 
sanship did emerge through deliberation, that dealt with credit rat- 
ing agencies. There was broad agreement that investors, because of 
the government’s explicit requirement of ratings, had become basi- 
cally overreliant on the rating agencies and failed to do their due 
diligence. And so by having the government require these ratings, 
investors believed that the ratings had a stamp of approval from 
the Federal Government. 

In order to refute this. Ranking Member Frank, Chairman Bach- 
us and I crafted language to remove all rating requirements from 
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the statutes and the regulations. So, I am pleased to see that in 
some regards, the regulatory community has been moving forward 
on implementing that. 

I understand that changing from that old system to a new sys- 
tem can be difficult for all involved, but I know with bright minds, 
we have a regulatory community that can figure out a way to make 
this system work in the future. 

As we can see by the discussion going on this week surrounding 
the debt debate, however, the rating agencies’ opinion still does 
carry quite a bit of weight. And while ratings can play a role in 
evaluating the credit of a company, security, or even a country, it 
should not be the sole determinant. 

In conclusion, we must continue to work to lessen investors’ reli- 
ance on these rating agencies and disconnect any belief that the 
government somehow stands behind their opinions. 

And with that, I yield back. 

Chairman Neugebauer. I thank the gentleman. 

And now we will go to our panel. I remind the panelists that 
your full written statements will be made a part of the record. 

Our first panel consists of: Mr. John Ramsay, Deputy Director, 
Division of Trading and Markets, U.S. Securities and Exchange 
Commission; Mr. Mark Van Der Weide, Senior Associate Director, 
Division of Banking Supervision and Regulation, Federal Reserve 
Board; and Mr. David Wilson, Senior Deputy Comptroller and 
Chief National Bank Examiner, Office of the Comptroller of the 
Currency. 

Mr. Ramsay, you are recognized for 5 minutes. 

STATEMENT OF JOHN RAMSAY, DEPUTY DIRECTOR, DIVISION 

OF TRADING AND MARKETS, U.S. SECURITIES AND EX- 
CHANGE COMMISSION 

Mr. Ramsay. Chairman Neugebauer, Ranking Member Capuano, 
and members of the subcommittee, my name is John Ramsay, and 
I am a Deputy Director in the Division of Trading and Markets at 
the Securities and Exchange Commission. Thank you for the oppor- 
tunity to testify on behalf of the Commission concerning its over- 
sight of credit rating agencies and the regulatory treatment of rat- 
ings. 

The Commission first gained regulatory authority over rating 
agencies in 2006 with the passage of the Credit Rating Agency Re- 
form Act, which mandated that the Commission establish a reg- 
istration and oversight program for Nationally Recognized Statis- 
tical Rating Organizations, or NRSROs. 

Yet, it is important to note that the Commission is prohibited 
from regulating the substance of credit ratings or rating agency 
procedures or methodologies. 

From 2007 to 2009, the Commission adopted rules under this au- 
thority to address conflicts of interest, establish recordkeeping and 
reporting requirements, and require rating agencies to publish his- 
torical and performance data on the ratings they issue. 

Following the financial crisis, which highlighted problems in the 
performance of credit rating agencies, the Dodd-Frank Wall Street 
Reform and Consumer Protection Act mandated a comprehensive 
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additional set of rules in this area. In May of this year, the Com- 
mission proposed rules under this new authority. 

In all of its efforts in this area, the Commission has strived to 
achieve three general goals: to address conflicts of interest and im- 
prove the integrity of rating processes and methodologies; to pro- 
vide more transparency so that investors have more and better in- 
formation about ratings and can better compare the performance of 
rating agencies; and to promote competition in the market for rat- 
ing agency services. 

While my written testimony details the Commission’s significant 
regulatory efforts to date, I would like to highlight just a few of 
those actions. 

Many of the existing rules are directed to the integrity of the rat- 
ing process. For example, the Commission’s rules require the rating 
agencies to have procedures to manage conflicts of interest and 
that prohibit certain other conflicts. 

The agencies are prohibited from structuring the same products 
that they rate, and employees who participate in determining cred- 
it ratings are not allowed to participate in fee negotiations. Under 
the rules we recently proposed, these requirements would be 
strengthened by prohibiting credit analysts from being involved in 
any way in sales or marketing activities. 

In order to promote better transparency, the Commission’s rules 
require NRSROs to make various disclosures about rating his- 
tories, methodologies, and performance statistics among other 
items. Our recent proposals aim to strengthen these requirements 
by increasing the amount of public data and standardizing the way 
performance information is provided so as to be more useful to in- 
vestors. 

In addition, each published rating would need to be accompanied 
by information to make the ratings more understandable, and the 
rating agencies would be required to adopt procedures to clearly de- 
fine each rating symbol and to make sure that symbols are applied 
consistently. 

The Commission also has sought to improve competition for rat- 
ing agency services. For example, our rules provide a mechanism 
for a ratings agency that has not been hired to rate a structured 
finance security to be able to access the information it would need 
to rate the security on an unsolicited basis. 

In May of this year, the Commission issued a request for public 
comment as part of the effort to complete a study required by the 
Dodd-Frank Act addressing the process for rating structured fi- 
nance products and the conflicts of interest that arise from the way 
the rating agencies are paid for these ratings. 

The study will focus specifically on the feasibility of establishing 
a system in which a public or private utility or self-regulatory orga- 
nization would assign agencies to determine ratings for these prod- 
ucts. 

The Commission is also seeking to eliminate references to credit 
ratings in its rules, in order to reduce reliance on credit ratings. 
As required by Dodd-Frank, already this year the Commission has 
proposed to remove numerous rule references to credit ratings and 
to substitute other standards of creditworthiness where necessary. 
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Finally, the Dodd-Frank Act requires the Commission to conduct 
examinations of each NRSRO at least annually and to issue a re- 
port summarizing the findings. The staff is currently in the process 
of completing the first cycle of these exams. 

I would he pleased to answer any questions you may have. 

[The prepared statement of Mr. Ramsay can he found on page 95 
of the appendix.] 

Chairman Neugebauer. Thank you. 

Mr. Van Der Weide? 

STATEMENT OF MARK E. VAN DER WEIDE, SENIOR ASSOCIATE 

DIRECTOR, DIVISION OF BANKING SUPERVISION AND REGU- 
LATION, BOARD OF GOVERNORS OF THE FEDERAL RESERVE 

SYSTEM 

Mr. Van Der Weide. Chairman Neugebauer, Ranking Member 
Capuano, and members of the subcommittee, thank you for the op- 
portunity to discuss credit ratings and Section 939A of the Dodd- 
Frank Act. 

To help achieve the important goal of reducing governmental and 
private sector reliance on credit ratings. Section 939A of the Act re- 
quires all Federal agencies to remove references to credit ratings 
from their regulations and replace them with appropriate alter- 
native standards of creditworthiness. 

For many years before the introduction of credit ratings into Fed- 
eral regulations, investors had used credit ratings to assist them in 
making investment decisions. Credit ratings provided a uniform, 
market-driven third-party assessment of the creditworthiness of 
countries. State and local governments, and companies. 

Federal agencies later incorporated credit ratings into their regu- 
latory frameworks in part because of these same attributes. 

The recent financial crisis, however, made plain serious flaws 
with the methodologies and processes around the determination of 
credit ratings, particularly ratings for structured finance positions. 
These flaws contributed to the issuance of credit ratings that se- 
verely underestimated the credit risk of many mortgage-backed se- 
curities. 

Investors for their part relied too heavily and uncritically on 
these ratings for making their investment decisions. And down- 
ward revaluations of many of these securities by market partici- 
pants between 2007 and 2009 and the resulting loss of confidence 
in the accuracy of credit ratings contributed meaningfully to the 
destabilizing dynamics of the crisis. 

Section 939A of the Dodd-Frank Act is one of a number of provi- 
sions of the statute that are intended to address problems with 
credit ratings and rating agencies. 

The Board has identified 46 references to credit ratings in its 
regulations. Most of these references are in the Board’s risk-based 
capital requirements for State member banks and bank holding 
companies. And the Board’s greatest challenge in implementing 
Section 939A is completely removing those credit ratings from our 
risk-based capital rules. 

To protect the safety and soundness of individual banking firms 
and financial stability more broadly, we are striving to develop al- 
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ternative standards of creditworthiness for use in our capital rules 
that possess the virtues of credit ratings, but not the vices. 

There are several key characteristics of a good creditworthiness 
standard. First, and most importantly, the standard should be reli- 
ably risk sensitive. It should effectively measure the relative credit 
risk of various types of financial instruments. 

Second, the standard should result in a consistent and trans- 
parent application across different types of financial instruments. 

Third, the standard ideally should auto adjust on a timely basis 
to reflect changes in the credit risk profile of instruments and 
should auto adapt to cover new financial market practices. 

Finally, the standard should be relatively simple to implement 
and should not increase regulatory burden for banking firms, par- 
ticularly small banks. 

Obviously, credit ratings themselves do not meet all of these cri- 
teria and developing good replacements for credit ratings is a par- 
ticularly difficult task. 

Since the Dodd-Frank Act was signed into law last July, the 
Board has been working with the OCC and the FDIC to carry out 
the 939A mandate. In August of 2010, 1 month after the Act was 
passed, the banking agencies issued an Advance Notice of Proposed 
Rulemaking (ANPR) on alternative standards of creditworthiness 
for use in our capital rules. In November of last year, the Board 
hosted a roundtable discussion with the other banking agencies, 
academics, and private sector participants to solicit views on this 
issue. 

Public commenters on our 939A efforts have expressed concern 
about the statutory mandate, have suggested it could lead to com- 
petitive distortions across the global banking system and across the 
domestic banking landscape, and have urged the agencies to de- 
velop alternatives that are risk sensitive, consistent across banks, 
and easy to implement. 

We continue to work closely with the other banking agencies to 
develop our appropriate alternative standards. We are considering 
a number of approaches, including approaches that rely on market- 
based indicators such as bond spreads, approaches that rely on bal- 
ance sheet financial ratios, and approaches that rely on internal as- 
sessments of credit risk by banking firms. 

Each of these approaches, like the use of credit ratings, has 
strengths and weaknesses. The Board anticipates that it will pro- 
pose amendments to remove references to credit ratings from our 
regulations in the near future. 

The Board also has been active in the international efforts by the 
Financial Stability Board and the Basel Committee to encourage 
reduced dependence on credit ratings across the global financial 
system. 

Although the international financial regulatory community is 
working to reduce reliance on credit ratings, the Basel capital 
framework continues to incorporate credit ratings in material ways. 
Accordingly, we will need to find ways to synchronize our 939A 
changes with the global bank capital accords. 

The Board welcomes input from the public and from members of 
the subcommittee on this important issue of public policy. Thank 
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you for the chance to describe the Board’s efforts to date to imple- 
ment Section 939A. And I am happy to answer any questions. 

[The prepared statement of Mr. Van Der Weide can he found on 
page 209 of the appendix.] 

Chairman Neugebauer. Thank you. 

Mr. Wilson? 

STATEMENT OF DAVID K. WILSON, SENIOR DEPUTY COMP- 
TROLLER, BANK SUPERVISION POLICY, AND CHIEF NA- 
TIONAL BANK EXAMINER, OFFICE OF THE COMPTROLLER 

OF THE CURRENCY 

Mr. Wilson. Chairman Neugehauer, Ranking Member Capuano, 
and members of the subcommittee, I appreciate the opportunity to 
testify about the initiatives the OCC has undertaken and the chal- 
lenges that we are facing in our work to implement Section 939A 
of the Dodd-Frank Act. 

Section 939A does require each Federal agency to review its reg- 
ulations that refer to and require the use of credit ratings. And 
each agency must then modify its regulations to remove any ref- 
erence to, or requirement for reliance on credit ratings to, and sub- 
stitute alternative standards of creditworthiness that the agency 
determines is appropriate. Section 939A also requires each agency 
to transmit a report to Congress, and the OCC will be submitting 
that report today. 

OCC regulations affected by this provision include the inter- 
agency risk-based capital regulations and also OCC-specific regula- 
tions pertaining to national bank investment securities activities, 
securities offerings, and international banking activities. 

The banking agencies’ risk-based capital standards use credit 
ratings to determine appropriate capital requirements and assign 
risk weights to securitizations and exposures to qualifying securi- 
ties firms. 

Credit ratings are also used to assign risk add-ons under the 
agency’s market risk rule and to determine the eligibility of certain 
guarantors and collateral for credit risk mitigation purposes. 

Section 939A could also significantly affect future implementa- 
tion of other Basel Accord capital requirements in the United 
States. These include the standardized approach for credit risk, 
which relies extensively on credit ratings to assign risk weights, as 
well as the 2009 revisions made by the Basel Committee to en- 
hance and strengthen international risk-based capital standards. 

The OCC’s investment securities regulations use credit ratings 
for determining credit quality, marketability, and appropriate con- 
centration levels of investment securities purchased and held by 
national banks. 

Credit ratings are also referenced and used in our regulations 
governing securities offerings by national banks and the types of 
assets Federal branches and agencies can hold as a capital equiva- 
lency deposit. 

The OCC has issued two Advance Notices of Proposed Rule- 
making to seek input on how to revise our regulations to imple- 
ment 939A. An interagency ANPR sought comment on several ap- 
proaches for developing creditworthiness standards for agencies’ 
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risk-based capital rules, and these approaches varied in complexity 
and risk sensitivity. 

We also issued a similar ANPR on alternative creditworthiness 
standards for our noncapital regulations. 

The agencies, as Mark said, also hosted a roundtable discussion 
attended by bankers, academics, asset managers, credit rating 
staff, and others to discuss alternatives to credit ratings. Com- 
menters on the ANPRs and roundtable participants generally ex- 
pressed concerns with the removal of credit ratings from our regu- 
lations and asserted that credit ratings can be a valuable tool for 
assessing creditworthiness. 

Many commenters believe that the simple approaches outlined in 
the option, due to their lack of risk sensitivity, create incentives for 
inappropriate risk arbitrage. However, commenters were also con- 
cerned that the more complex and risk sensitive an approach is, 
due to the depth and types of analysis that would be required, pose 
a disproportionate burden on small banks. 

Commenters also expressed concern that certain alternatives 
could create competitive inequities and inconsistencies with the 
international capital standards established by the Basel Com- 
mittee. 

These comments reflect the challenges that the OCC and the 
other Federal banking agencies are facing as we work to implement 
939A. We believe that with appropriate operational and due dili- 
gence requirements, credit ratings can be one valuable factor to 
consider when evaluating the creditworthiness of financial instru- 
ments. 

In our view, an approach that precludes undo or exclusive reli- 
ance on credit ratings rather than imposing an absolute prohibition 
on their use would strike an appropriate balance between the need 
to address the problems created by the overreliance on credit rat- 
ings with the need to enact sound regulations that can be consist- 
ently implemented. 

Notwithstanding these challenges, we are continuing our work to 
revise our regulations to be consistent with Section 939A. We are 
being careful and thorough in order to ensure that the result is not 
a step backward in assuring that banks of all sizes conduct their 
activities in a safe and sound manner and that reflect sound credit 
judgment and adequate capital for the risk they take. 

Thank you. 

[The prepared statement of Mr. Wilson can be found on page 242 
of the appendix.] 

Chairman Neugebauer. Thank you. 

So we have heard your testimony. Section 939A basically says 
that we are going to move away from the references to rating agen- 
cies in our financial institutions as a part of regulatory capital. 

And, Mr. Ramsay, I think you said that — have you all published 
a definition for your standards of creditworthiness? Where are you 
all in that process? 

Mr. Ramsay. Mr. Chairman, we have currently, I think, proposed 
to remove references from 11 separate rules or sets of rules — in 
some cases, nine different forms. 

Actually, just yesterday the Commission adopted the removal of 
ratings as a criterion for so-called short form or shelf registration. 
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So we are coming along in the process of adopting some of our pro- 
posals. 

It is tricky because each rule has to be looked at individually. 
The right sort of alternative for creditworthiness is not going to be 
the same in all cases. It has to be sort of calibrated, if you will, 
to the purpose for the particular rule. 

Chairman Neugebauer. Thank you. 

Mr. Van Der Weide, where is the Federal Reserve in this proc- 
ess? Have you all developed a definition of creditworthiness? 

Mr. Van Der Weide. We are working on that. We issued a first 
proposal on that last summer. We have been engaging over the 
past year in extensive discussions with the OCC and the FDIC on 
this topic. 

Part of our particular challenge that is causing us to take a little 
more time is the core regulation set that we have to worry about 
is the bank capital rules. And the bank capital rules, as I think we 
have learned in part through the financial crisis, are extremely im- 
portant to ensuring the safety and soundness of banks and the fi- 
nancial stability of the United States. 

We have to be very careful about how we amend our capital 
rules. We need to take our time and make sure it gets done right. 
The capital rules are also an area where a fair amount of risk sen- 
sitivity is required. It is not an on/off switch, investment grade or 
not. So it requires a little bit more work to make sure that we have 
a more granular system like that. 

Other complexities that we are working on are it is an inter- 
agency process. The bank capital rules are importantly inter- 
agency. So there are a number of us working on it. It is not one 
agency. That will result in a better product at the end, but it will 
lengthen the processing time a little bit for this effort. 

And the final complication that we have is, the capital rules are 
negotiated internationally at the Basel Committee, so there is an 
international bank capital accord which we have been imple- 
menting in the United States. And as you know, there is some ten- 
sion between the international capital accord, which does contain 
references to ratings and what we are trying to do under 939A. So 
we also need to synchronize our efforts with the international ac- 
cord. 

We are working very hard on it. We don’t have concrete pro- 
posals to propose at this time, but we will have some in the near 
Future. 

Chairman Neugebauer. Mr. Wilson? 

Mr. Wilson. The capital rules are an interagency process, so my 
answer is very similar to Mark’s. 

But the other thing in the capital rules, in addition to what Mark 
mentioned, is we are trying to implement an accord that has been 
done internationally. There is extensive reliance on credit ratings 
and the standardized approach. There is extensive reliance on 
securitizations. 

But also importantly, some of them, like securitizations, are very 
granular. So it is hard to come up with definitions that provide 
that level of granularity to put risk weights into buckets like the 
Basel accord did. 
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But in addition to that, as I have mentioned, we have OCC-spe- 
cific rules primarily in investment securities. That is more of an on/ 
off switch, and we can take an approach, and we have proposed an 
approach similar to what the SEC is proposing and just having a 
descriptive standard of creditworthiness. 

Chairman Neugebauer. I appreciate the fact that you are look- 
ing at an interagency approach to this. And, of course, I think 
there needs to be some standardization. I think there is a feeling 
here that this process is not moving extremely swiftly. 

One of the concerns that I have is that under FSOC, the Treas- 
ury Secretary is supposed to provide some leadership to this coordi- 
nation among the regulators. And I would mention that the Sec- 
retary was — we did ask Treasury to provide a witness today, and 
this is the second hearing in a row that we have had that the 
Treasury has elected not to send a representative. 

And so we think it is very important for the Treasury Secretary 
to be very engaged in this disharmonization within the regulatory 
framework, because we can’t go and talk about harmonization with 
Basel and these other countries if we don’t have our own plan. And 
so, I would encourage you to make sure that we move along in that 
process and make sure that happens. 

I would just close with this interesting concept and just a quick 
question. If we are going to expunge that from our capital rules 
and some of the other rules, what would be the response if we just 
did away with the NRSRO designation? 

Mr. Ramsay? 

Mr. Ramsay. I think I should maybe use some background, and 
indicate that the NRSRO designation has been used for quite some 
time. It used to be used as part of an informal, no-action letter 
process, which for many years is the way that agencies were recog- 
nized. 

Chairman Neugebauer. I am sorry to interrupt you here. My 
time is, unfortunately, expiring. Could you just give me the short 
answer? Would you support doing away with the NRSRO designa- 
tion? 

Mr. Ramsay. I guess the short answer, Mr. Chairman, is that I 
think there are arguments that could be made for and against, but 
the Commission certainly hasn’t taken a position on — 

Chairman Neugebauer. Mr. Van Der Weide? 

Mr. Van Der Weide. The Fed also does not have a position on 
that question. 

Chairman Neugebauer. Could you develop one? 

Mr. Van Der Weide. I will take that back. 

Chairman Neugebauer. Yes. 

Mr. Wilson? I guess your answer is going to be the same? 

Mr. Wilson. Yes. 

Chairman Neugebauer. Thank you. And with that, my time has 
expired. 

The gentleman from North Carolina, Mr. Miller, is recognized for 
5 minutes. 

Mr. Miller of North Carolina. Thank you, Mr. Chairman. 

One of the lessons I took from the financial crisis is when the 
folks in the financial sector say, “Everything is under control; there 
is nothing to worry about,” but they have a desperate look in their 
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eyes, I worry, because I think maybe they know something they are 
not telling. 

What really happened in September of 2008 was described in the 
press as interbank lending freezing up. And in fairness to the 
press, it is going to be pretty hard to explain it any more deeply 
than that. 

But in a part of the shadow banking system that hardly any 
American knows anything about, hardly anyone in Congress knows 
anything about, and those who know something about it don’t 
know very much, was the repo market. And as much money was 
moving around every night in the repo market as there was in 
bank deposits. 

Bear Stearns was getting $70 billion a night in repo market lend- 
ing, every night. What they were doing with that money was mak- 
ing longer-term loans. Using very short-term borrowing for longer- 
term loans is not a formula for financial stability. And what hap- 
pened was that there was an old-fashioned run, like what you saw 
in, “It’s a Wonderful Life,” that used to happen to depository insti- 
tutions before there was deposit insurance in the repo market. 

U.S. Treasuries seemed to be the principal collateral for the repo 
market and for the derivatives market. If our debt is downgraded, 
have any of you given any thought, do any of you have any clue 
what effect that might have on the repo market, on the derivatives 
market and the use of that debt as collateral in those markets? 

Mr. Wilson. Yes, it is something that we have considered. It is 
one of many things as we try to look at what the impact might be. 
The best guess is that there would be an adjustment of the margin 
required. So you wouldn’t be able to borrow as much through the 
repo market. There would be more margin for the given amount of 
collateral that you have. 

We think that is manageable in the short-term because, for ex- 
ample, going from AAA to AA, you still have a very high quality 
security. And it is still considered one of the safest instruments in 
the world, but who knows what will happen long term. 

Mr. Miller of North Carolina. I have gotten a letter from my 
State’s treasurer saying, “Please, please, please, don’t allow Federal 
Government debt to be downgraded because North Carolina’s State 
debt will almost certainly be downgraded as well if that happens.” 
I understand the same is likely true of all manner of other kinds 
of debt — Fannie’s debt, Freddie’s debt. Federal Home Loan Bank 
debt, and on and on. 

Do you have any sense of what the ripple effect will be in other 
forms of debt if Treasuries are downgraded? 

Mr. Wilson. Yes. The only sense is that will probably happen. 
The extent of it, just like in 2008, what we saw, some of our pre- 
dictions and what might happen in some of these markets were 
just blown away with what actually happened. So we believe there 
will be an effect, but the size of the effect is hard to measure. 

Mr. Miller of North Carolina. Okay. And also — somebody 
else? Did you — 

Mr. Van Der Weide. If I could address a little bit your previous 
question on the repo markets. The repo markets are not what they 
were in 2006 and 2007. There has been a reduction in the amount 



15 


of short-term funding financing long-term assets through the repo 
markets over the past few years. 

There has also been a lot of work done, both at the private sector 
level and on an interagency regulatory basis, to make the infra- 
structure of the repo markets stronger. 

There is also recognition going forward of the reality now that 
the borrowers in the repo market are much more well-capitalized 
than they were leading into the crisis. 

And there is also a new regulatory framework that is coming on 
line, the Basel Accord. The new capital requirements under Basel, 
the new liquidity requirements that are under Basel, are all de- 
signed to make that repo market safer and sounder and more sta- 
ble to deal with potential adverse effects. 

Mr. Miller of North Carolina. Okay. Also, I understand a 
great many funds require that all the debt they hold be AAA. Do 
you have any idea of what effect may be on funds? Will they have 
to dump Treasuries? What effect will that have on the financial 
system? 

Mr. Ramsay. I guess I should say that my understanding is that, 
at least according to our rules, the rules don’t require a AAA rating 
generally for money market funds. They require where funds hold 
government securities or securities that are guaranteed by the full 
faith and credit, that is sufficient now. Individual funds may have 
investment guidelines that would require a AAA rating. And I 
think they are in the process of looking at those guidelines and de- 
termining whether they should make changes. 

Mr. Miller of North Carolina. I guess one summary question, 
since my time has technically expired, but the chairman has not 
brought the gavel down yet, am I right to worry that this could be 
really bad if our debt was downgraded? 

Mr. Wilson. It is hard to measure, but I think you are right to 
worry. It could happen. It could be a big thing. 

Mr. Miller of North Carolina. Okay. My time has expired. 

Chairman Neugebauer. I thank the gentleman. 

And now the chairman of the full committee, Mr. Bachus, is rec- 
ognized for 5 minutes. 

Chairman Bachus. I thank the chairman. 

And the gentleman from North Carolina, I think, is right to be 
concerned about a default. I think he would also be prudent to 
worry about unsustainable spending. Although a default may be a 
more immediate problem, the overwhelming problem is structural 
long-term changes. And both of those ought to be addressed, and 
until both of them are, there won’t be a lasting solution. 

I have listened to your testimony, and I acknowledge that 939A 
is giving you some problems, particularly the bank regulators, the 
OCC and the Federal Reserve. You have not moved very quickly 
on implementing it. 

If you read it, it asks you to replace the reliance on credit rating 
agency as the sole basis with alternative systems of creditworthi- 
ness, which could include credit rating. It could include credit rat- 
ing, but it would be an alternative which would suggest other cri- 
teria. 

If you notice the — you have mentioned your coordination with 
our European brethren, our international coordination. The Euro- 
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pean countries of the E.U. are making great efforts to end their re- 
liance or overreliance on credit rating. In fact, they have followed, 
I think, our example. 

And I noticed on July 11, 2011, European Commissioner member 
Michael Barnier stated that the Commission’s credit rating legisla- 
tion would address overreliance on credit ratings. The Financial 
Times just this week said that Europe intends to end its reliance 
on credit ratings. And I think that means overreliance, not reli- 
ance. 

Have you been in discussions with them as they are moving to- 
wards implementing provisions, or are you aware and are you co- 
ordinating your efforts with theirs? 

Mr. Wilson. Yes, absolutely. And I want to be clear, I don’t 
think anybody disagrees that we shouldn’t reduce reliance on credit 
ratings. That is a Financial Stability Board pronouncement. It is 
something we agree with, something that we all think is a good 
thing. 

But to address your earlier comment, if we can read 939A to use 
a credit rating as one component in an overall credit analysis with 
appropriate due diligence and appropriate verification, that would 
make our job easier in order to conform to the Basel Accord be- 
cause — but even the enhancements that were done in 2009 by the 
Basel Committee recognizes this and put in additional due dili- 
gence and requirements before you could rely on a credit rating. 

Chairman Bachus. Yes, I think what one of the goals behind it 
was that you heard investors, you heard particularly in residential 
mortgage-backed securities, I think, that was the spectacular fail- 
ure. On municipal bonds, corporate debt, municipal debt, I think 
the credit rating agencies did a much better job. 

I think that is part of your hesitancy, that, in fact, on other 
asset-backed securities, they had a mixed record, but it was of 
more value. 

I think what we didn’t want is people telling us that they were 
required by the regulators to basically make purchases or allocate 
their assets or their reserves based on that sole criteria. 

But I will say this: I did not hear any expressions from either 
the OCC or the Federal Reserve during the entire debate. I don’t 
recall anyone coming to us and saying, “This is a real problem.” So 
I would say going forward, I would encourage you to have discus- 
sions with us. 

This is not a holy grail, as we very much know up here. And I 
will just ask you to work with us on this. 

I have one final suggestion. I have 30 seconds left. I know it is 
a complicated job, and it is easy to criticize, but you are the profes- 
sionals, and we did intend to give you discretion, but we also in- 
tended to give you direction. 

And one of those directions is Section 112, where we said that 
as you cooperate, that the FSOC, which you are members of, may 
be used as a coordinating body. And I don’t know whether you have 
done that or you are aware of Section 112, but I would say, take 
a look at that in your efforts. 

Thank you very much. 

Chairman Neugebauer. I thank the chairman. 

And now, Mr. Carney is recognized for 5 minutes. 
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Mr. Carney. Thank you, Mr. Chairman. Thank you for having 
this panel today. It is timely, given all the things that we are look- 
ing at here with the debt ceiling. 

It is also timely with respect to a hearing that we had in the Fi- 
nancial Institutions Subcommittee last week about H.R. 1539, 
which as you may know, strikes 939G of Dodd-Frank, which would 
have required a higher level of liability for the rating agencies. And 
the effect, as my colleague from Ohio said, was to dry up the asset- 
backed security market for a big employer in his district, and that 
was the motivation behind his bill. 

The SEC apparently had a regulation or has a regulation that re- 
quires that ratings be part of the prospectus for such a security. 
And I understand that they suspended that regulation so that the 
market, I guess, would come back. 

The former chairman, the ranking member, said that the provi- 
sion of Dodd-Frank would require the SEC to withdraw that regu- 
lation to be consistent with the current law. Is that your under- 
standing, Mr. Ramsay? Or could you elaborate on this situation? 

Mr. Ramsay. Sure. I will try to briefly do so, although it is a lit- 
tle bit of a complicated issue. 

Mr. Carney. Which is why I asked the question. 

Mr. Ramsay. We previously, actually, the Commission proposed 
at one point or put out for comment the idea of removing this spe- 
cial exemption, if you will, for rating agencies from the higher li- 
ability standard. So I think we recognize that there are arguments 
that could be made for or against. The Commission never came to 
a consensus on that. 

The Congress essentially made the decision for us. As you noted, 
because the ABS market, because our rules require that the rating 
be included in the prospectus, the result of removing the exemption 
meant that rating agencies would have to consent to have the rat- 
ing information included in the prospectus. 

They refused to consent. As a result, there was the potential that 
the registered ABS market would be shut down or that there 
wouldn’t be any deals being done. We thought that that was a bad 
result for the markets and for investors, and so we issued a no-ac- 
tion letter to allow that business to continue. And that no-action 
letter was recently extended. 

So that is where we are at this point. 

Mr. Carney. How about the last part, the claim by Ranking 
Member Frank that the SEC would be required to make its rules 
and regulations consistent with Dodd-Frank and thereby, I guess, 
withdraw that requirement? 

Mr. Ramsay. We haven’t done anything to alter 436G or what 
was done in the statute. The only thing that we did was to issue 
a no-action letter with respect to the ABS market. 

Mr. Carney. Do you have a view or do other panelists have a 
view on whether the rating agencies should be subject to that ex- 
pert standard? People do listen to the rating agencies. We are see- 
ing that right now. 

When I was in State government, we listened. In fact, when the 
rating agencies said, “Jump,” we said, “How high?” And we would 
go — I was secretary of finance — we would go to the legislature and 
say, “You can’t do that, because if you did that, it could affect our 
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rating.” Now, we have the debate over the debt ceiling and, of 
course, the big argument is, we don’t want to default. We don’t 
want to downgrade. 

And so people do listen. Some of the discussion and argument is, 
do they rely on the ratings too much? But what about the stand- 
ard? The liability standard has a way of disciplining what might 
be put in a rating and included in a prospectus. 

Mr. Wilson. We don’t have a view on it. I think both of those 
statements are correct. 

Mr. Carney. Does anybody else have a view? And if you don’t, 
or you don’t want to offer one, that is fine, too. 

Let me ask this question, then. What does a different world look 
like if we have too many people — I, frankly, think ratings and the 
opinions that go with them are very meaningful and have always 
been in the world that I live in — so what does a different world 
look like where we don’t rely so heavily on ratings? 

Going back to the chairman — he is not here — Mr. Bachus’ ques- 
tion, does anybody have a view of what that world looks like? 

Mr. Wilson. Back to Mr. Bachus’ comments about where the real 
problems were with the securitization structures. And the view of 
the world is there will be some reliance on credit ratings, but there 
should be additional due diligence. There should be an under- 
standing on the parts of the banks we regulate and other investors 
on what is actually underlying that securitization. 

That is not a new view for the OCC. We had guidance in that 
area. We reaffirmed it and strengthened it in 2009. Arguably, we 
didn’t enforce it as much as we should have, but I think that the 
view is again back to this idea of reducing reliance on credit rat- 
ings. 

Mr. Carney. Thank you. I see my time has expired. I thank the 
Chair for the additional seconds. 

Chairman Neugebauer. I thank the gentleman. 

And now, the vice chairman, Mr. Fitzpatrick, for 5 minutes. 

Mr. Fitzpatrick. Thank you, Mr. Chairman. 

Mr. Ramsay, I want to follow up on Chairman Neugebauer’s line 
of questions earlier having to do with the designation process of the 
SEC for recognizing the Nationally Recognized Statistical Rating 
Organizations. I think you testified that for years the Commission 
had a policy of issuing a no-action letter. Can you expand on that, 
what the process was and what it currently is? 

Mr. Ramsay. Sure. I think beginning in 1975, if I am not mis- 
taken, the Commission, when the first use of the term “NRSRO” 
was included in the Commission’s rules, essentially the Commis- 
sion granted what we call no-action relief, which is essentially a 
letter issued by the staff that says it would not recommend enforce- 
ment action if a private market participant operated in such a par- 
ticular way. 

So these letters were essentially ways of recognizing individual 
rating agencies, and those ratings would then be recognized in par- 
ticular rules. 

That process was criticized as being not very transparent, I think 
probably rightfully so. And so as a result, in 2006, the Congress 
created a structure that created a much more transparent process 
for applicants to come in and register. 
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Since that authority was granted, we have registered 10 different 
entities. We have only turned down one. The only one that we 
turned down was unable under the laws of its local jurisdiction to 
be able to say that it could provide us with the documents and ex- 
amination authority that we would need. 

So we have been trying to use the registration process and the 
authority that we have b^een given to encourage competition, but 
recognizing that we have to be able to make some baseline findings 
that are required by the statute that the agencies that come to us 
qualify. 

Mr. Fitzpatrick. Is it your sense that the additional market par- 
ticipants are increasing the quality of the information, increasing 
the quality of what is out there for investors, but also may be even 
decreasing the cost? 

Mr. Ramsay. I would be hesitant about talking about quality be- 
cause, of course, as I mentioned, we are prohibited from regulating 
the substance of ratings. I think we do believe that the rating proc- 
ess that exists now is more — substantially more — transparent, that 
the rating agencies are more accountable now. 

We think the proposed rules that we have put out there will 
make that much more the case. And, hopefully, more competition 
will exist as well. 

So we recognize that the rules that we proposed will impose 
some compliance costs. And those rules are still out for comment. 
We have asked for comment about if there are ways that our rules 
can be crafted so they don’t impose so much in the way of the costs. 

We certainly think that more competition is a healthy develop- 
ment. 

Mr. Fitzpatrick. How about the opportunity for smaller rating 
agencies to participate in the market? Are you guys taking a look 
at the definition of what a small agency would be? 

Mr. Ramsay. We are. And, I think the rules are relatively new. 
The authority is relatively new. 

And so, we have had some people come in to us, and we have 
been in discussions with them. There is not much of a precedent 
or a track record there, so it is a little hard to figure out. We are 
sort of going through that process for the first time. 

Mr. Fitzpatrick. Sir, there was an Executive Order and a memo- 
randum from President Obama unequivocally calling for regula- 
tions to be applied in the least burdensome manner in order to re- 
duce unnecessary regulatory obstacles to competitiveness in the in- 
dustry. 

So, given that the three large NRSROs control over 80 percent 
of the credit rating market and have significantly larger profit mar- 
gins that allow them to sort of absorb the higher compliance costs, 
do you believe your proposed rules address the disproportionate im- 
pact of compliance on smaller rating agencies? 

Mr. Ramsay. Congressman, as I mentioned, I think, the rules are 
still out for comment, and we have asked for comment. We really 
do want to hear from people as to whether the costs are excessive, 
if there are ways that we could scale them back. I should be clear 
that the statute is fairly prescriptive in terms of the things, the 
kind of rules that we are required to adopt. 
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We have tried in our proposed rules as much as possible to adopt 
what I call a “policies-and-procedures approach,” which is that we 
require agencies to adopt policies and procedures to achieve a spe- 
cific objective rather than try to dictate the way in which they have 
to achieve it. 

And there are aspects of our rules by creating more information 
that allow investors to be able to compare performance of rating 
agencies that we hope over the long haul will actually spur com- 
petition. 

Mr. Fitzpatrick. Okay. Thank you. 

Chairman Neugebauer. I thank the gentleman. 

And now the ranking member, Mr. Capuano. 

Mr. Capuano. Thanks, Mr. Chairman. 

And thank you, gentlemen. 

I just want to jump into a quick couple of things. As I said at 
the beginning, the 939A stuff, though I think it is good, is there 
anything in any rule anywhere that prohibits the market from 
looking at a credit rating from anybody? 

Mr. Wilson. No. 

Mr. Capuano. So that you can’t make them do it, but you can’t 
stop them from doing it either? Is that a fair statement? 

Mr. Wilson. It has to be removed from the regulations. It doesn’t 
mean that the investor can’t — 

Mr. Capuano. That is what I am suggesting. The market is going 
to call for a credit rating no matter what we do. I think it is a good 
thing to get them out. I think it is a good thing to do. But I don’t 
want to pretend that is going to be the end of all our troubles. The 
market is still going to be looking for a credit rating. 

Do you think that is a fair statement? Does anybody think it is 
an unfair statement? 

Mr. Van Der Weide. It seems fair. 

Mr. Capuano. Thank you. I guess on the, what, the 939G, the 
Section 11 section, again, it is not in the prospectus, but am I 
wrong to think that most credit ratings are available to the general 
public whether it is in the prospectus or not? 

Mr. Ramsay? 

Mr. Ramsay. I think generally the information does get into the 
market one way or the other. We prefer to have the — I should say 
this is a matter that is under review, so we have to — the advantage 
of having the — 

Mr. Capuano. Right now, as I understand it, credit rating agen- 
cies are not allowing their ratings to go into the prospectuses, be- 
cause they are concerned about this rule, which is fine. But that 
doesn’t mean that I can’t find their rating as a private citizen in 
a thousand different places. Is that a fair statement? 

Mr. Ramsay. I believe that is a fair statement. 

Mr. Capuano. So we are talking about a real technical aspect 
where they don’t do one thing and somehow prevent themselves 
from being held liable under one section of the law. That is all we 
are talking about. 

Mr. Ramsay. Yes. I think there is nothing that — we can’t force 
rating agencies to consent under the scheme that we have. And so, 
as a result, the failure to consent means that — 
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Mr. Capuano. But their ratings are still available to the public. 
Is that a fair statement? 

Mr. Ramsay. The ratings are still available to the public. That 
is correct. 

Mr. Capuano. So that by them simply not putting it into the pro- 
spectus, it doesn’t mean that somehow they are hiding it and put- 
ting it in the bottom drawer. No one can see it. 

It just means it is not in a technical piece of a document, a tech- 
nical document that is technically available, but yet, it is available 
every place else, other than that document. 

Mr. Ramsay. That is correct. 

Mr. Capuano. And there is nothing in this regulation or any 
other regulation that can supersede a law of the Congress. Is that 
a correct statement? 

Mr. Ramsay. I would say that is correct. 

Mr. Capuano. So Congress has said to get rid of this. The SEC 
has not done it yet. I would argue that it doesn’t matter what your 
regulations say. What matters is what Congress says, whether peo- 
ple like it or not. 

Congress has said it no longer is relevant, so, therefore, do what- 
ever you want. Section 11 doesn’t apply. It is an illegal regulation 
that the SEC has hung onto for no particularly good reason. That 
is number one. 

Number two, relative to Section 11, it doesn’t relate to the other 
liability that was put in place by Dodd-Frank that says the credit 
rating agency that can be held liable for knowingly or recklessly 
conducting their business. Is that a fair statement? 

Mr. Ramsay. I’m sorry? 

Mr. Capuano. Fair enough. I assume none of you are lawyers. 
Or are you all lawyers? 

Mr. Ramsay. I am a lawyer. We may all be lawyers, yes. 

Mr. Wilson. I am not. 

Mr. Capuano. I am a lawyer, too. So, two good guys and one so- 
so. So I am the only one who is going to defend you guys. Don’t 
worry, because as far as I see it, one liability in Section 11 is a 
technical aspect. “Knowingly and recklessly” is still there for any- 
body to use. And nothing that anybody does can stop that. 

Now, I know it hasn’t been used yet, but it is still there. So let 
us not pretend that Section 11 is the only thing that is out there 
protecting people from the credit rating agencies. 

Mr. Ramsay. Yes, I agree. Congressman, 10-b5 liability is there, 
and continues to be. And, in fact, the Dodd-Frank Act sort of made 
the pleadings standards easier with respect to rating agencies. 

Mr. Capuano. Right. I know it hasn’t been used yet. And that 
is fair and well. I am not looking — 

Mr. Ramsay. But that is obviously for the courts to sort out. 

Mr. Capuano. Absolutely. And I will be honest with you, I hope 
it never gets used, because all I have ever wanted is for credit rat- 
ing agencies to do their jobs. 

Now, I want to get back to my opening statement. As you have 
been going through this, I would like to — this is an opinion ques- 
tion, and you may or may not be comfortable answering it. 

Do you have an opinion as to whether credit rating agencies in 
general are doing their job more efficiently, more effectively, than 
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they were prior to the crisis? That is a straight-up question. It puts 
you on the spot. I am not trying to, but what the heck, that is my 
job. 

Go ahead, Mr. Wilson. You seem — 

Mr. Wilson. Yes, as an opinion, there has obviously been lots of 
energy devoted to the problems that we all saw, including the rat- 
ing agencies. In addition to that, there are going to be a lot of addi- 
tional requirements — 

Mr. Capuano. Do you think they are doing a better job than they 
were before? 

Mr. Wilson. Yes. 

Mr. Capuano. Mr. Van Der Weide? 

Mr. Van Der Weide. I think they are doing a better job. I think 
they and many of us have reacted to the lessons learned by chang- 
ing our ways and improving the way we estimate risks and model 
risks. So I think they are doing better. 

Consistent with comments that Dave made earlier, the crucial 
thing is that no matter how good we think they are doing, we not 
overrely on them, not the government, not the private sector. So I 
think that is the chief goal here. 

Mr. Capuano. That is a very good statement. 

Mr. Ramsay? 

Mr. Ramsay. I do think it is fair to say that because the regula- 
tions that are in place, they are more consistent in terms of their 
methodologies. And certainly, the amount of disclosure that is out 
there that investors can use is much greater. 

Mr. Capuano. Mr. Chairman, with your indulgence, one final 
question. 

Mr. Ramsay, if your agency was tasked with creating an office 
of credit rating, would you have been able to do this if you had 
been allowed to reprogram your money? 

Mr. Ramsay. My understanding. Congressman, is that the re- 
programming authority that was required from the House has not 
been granted. And so as a result, what we have done is take re- 
sources from our other examination areas in order to complete the 
annual examinations that we are required to do this year. 

We have had to draw resources from the investment adviser, 
from joint investment adviser broker dealer exams. And those are 
exams we would like to do more of, so that has imposed some 
strain on our resources. 

Mr. Capuano. Thank you, Mr. Chairman. 

Chairman Neugebauer. I thank the gentleman. 

And now the gentleman from Texas, Mr. Canseco, for 5 minutes. 

Mr. Canseco. Thank you, Mr. Chairman. 

Mr. Wilson, your testimony describes difficulty in identifying a 
workable replacement for credit ratings. Among other authorities. 
Section 112 of Dodd-Frank empowers the Financial Stability Over- 
sight Council, FSOC, with the authority to coordinate rulemaking 
and recommend regulatory principles to FSOC members. 

Have you requested assistance from the chairperson of the Fi- 
nancial Stability Oversight Council, the FSOC, to use its authority 
under this section to provide assistance in 939A rulemaking? 

Mr. Wilson. To my knowledge, we have not in 939A. 

Mr. Canseco. Okay. 
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Mr. Van Der Weide? 

Mr. Van Der Weide. No, we have not. I think we have concluded 
that the core coordination that is needed in this process is between 
the banking agencies, because we have a lot of common regula- 
tions, most importantly the capital rules. So it is critical that the 
banking agencies coordinate. We are coordinating fairly intimately, 
are meeting very frequently with our working groups to develop al- 
ternatives. 

We have also consulted with the SEC and the CFTC and the 
other agencies. I can’t call it a coordination process, but we have 
consulted with them. So there is a lot of coordination and con- 
sulting going on. But we have not asked the FSOC to get involved. 

Mr. Canseco. Mr. Ramsay? 

Mr. Ramsay. I am not aware that the FSOC in particular has 
been involved in this issue. As Mark said, I think the agencies 
themselves have been talking to each other a fair amount. 

Mr. Canseco. Okay. Thank you. 

Mr. Wilson, the SEC has made significant progress in removing 
references to ratings and even began the process when this seemed 
a likely legislative possibility in 2009. Why is the SEC able to move 
forward while you are here only talking about the challenges? Are 
you going to fulfill your statutory duties? 

Mr. Wilson. Yes, we will have to. I will say that we talked be- 
fore in our testimony about how there are a couple of challenges 
related to the capital rules that are different than a lot of the other 
rules, and that would include OCC-specific rules that are more 
similar to many of the SEC rules, where it is more of an on/off 
switch or maybe a two-bucket approach where it is either invest- 
ment grade or it is not. And that is easier to address in a defini- 
tional way. 

But when you have capital rules, for example, our current ad- 
vanced approach securitization rule that has, like, 12 buckets, it is 
really hard to distinguish risk between those buckets without 
something fairly granular like a credit rating. So that is part of the 
difficulty that we have to find a solution for. 

Mr. Canseco. Thank you. 

Mr. Ramsay, in your opinion, how does making it easier to sue 
Moody’s and S&P allow investors to better assess their own risks 
and reduce their reliance on ratings? 

Mr. Ramsay. Congressman, I guess I wouldn’t want to proffer an 
opinion on what you specifically suggested. I think that the poten- 
tial liability is something that exists for all actors in the markets. 
Section 11 liability is one sort of step up from 10b liability. And as 
I said, I think there are policy arguments as to whether rating 
agencies should be treated like accountants for those purposes. The 
Commission hadn’t sort of reached a result on that. 

But lOb-5 liability is available for a variety of actors, and that 
is basically for the courts to sort out, not for the SEC. 

Mr. Canseco. Do you think, Mr. Ramsay, that this cloud of li- 
ability improves the accuracy of the credit rating agencies? 

Mr. Ramsay. I guess I am not sure what the connection might 
be. I am not sure of any research on that. And so, I wouldn’t want 
to proffer an opinion on what the connection might actually be. 
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Mr. Canseco. Would you agree with me that the prospect of li- 
ability or exposure is a damp rag over the accuracy of a credit rat- 
ing agency? 

Mr. Ramsay. I am not, as I said; I don’t think I am in a position 
or qualified to offer an opinion on what the relationship between 
the level of liability and sort of the ultimate quality of the ratings 
might be. 

Mr. Canseco. Thank you, Mr. Ramsay. 

Mr. Wilson, one last question. Do you believe it is good public 
policy for the government to mandate the use of credit ratings by 
privately owned companies, then use those ratings as the basis for 
capital requirements? 

Mr. Wilson. It is one of those where it is the best option we 
have. And I think that is what the Basel Committee came to. So 
it is a hard answer. But until we can find a better option, I think 
that is at least what the Basel Committee decided. 

Mr. Canseco. Do you have an opinion, other than the Basel re- 
quirement? 

Mr. Wilson. Yes. I think it is difficult because I don’t have an- 
other option that is better. 

Mr. Canseco. Okay. 

Mr. Wilson. If you want to be risk sensitive. 

Mr. Canseco. Thank you very much. 

I yield back. 

Chairman Neugebauer. I thank the gentleman. 

And now the gentleman from New Mexico, Mr. Pearce, for 5 min- 
utes. 

Mr. Pearce. Thank you, Mr. Chairman. 

Mr. Wilson, right as Mr. Miller was closing, he asked if it was 
right to worry about a potential downgrade, and your comment was 
something like that it could happen. Is that right? 

Mr. Pearce. The worry is that it could happen. 

Mr. Wilson. We have done a lot of work on this and talked with 
a lot of folks, and it is as you know very difficult to assess the im- 
pact — 

Mr. Pearce. But you said the problem is that it could happen? 

Mr. Wilson. That is correct. 

Mr. Pearce. — and if it doesn’t happen, then, whew, it is okay. 

Mr. Wilson. Yes, absolutely. 

Mr. Pearce. Okay. I am going to pursue that and drill down just 
a little bit on that, if you don’t mind. 

Mr. Van Der Weide, on page 2, you described things that caused 
the ratings to be bad — untested models, flawed assumptions, lim- 
ited, unverified data about underlying asset pools, default fre- 
quencies, potential conflicts. 

And then on page 3, you say these flaws contributed to issuance 
of credit ratings that severely underestimate the credit risk of 
the — anyway, they underestimate the risk. 

And so my question is, is it possible for us to underestimate the 
risk with regard to the Federal Government? 

Mr. Van Der Weide. I think there is a fair amount of uncer- 
tainty. 

Mr. Pearce. So even if we don’t default on August the 2nd, are 
there uncertainties still lying out there? 
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Mr. Van Der Weide. There certainly are uncertainties. And part 
of our job as bank regulators, the Fed, the OCC — 

Mr. Pearce. Who is in charge of making sure that those bond 
ratings, those rating agencies adequately correct the problems on 
the previous page? Who is responsible to make sure that doesn’t 
happen again? 

Mr. Van Der Weide. It is a complicated question. Our specific 
responsibility — 

Mr. Pearce. Basically, if it is complicated, that means nobody is 
responsible. 

Mr. Van Der Weide. I’m sorry? 

Mr. Pearce. Nobody is responsible. Any time I hear the words, 
“it is complicated” in Washington, it means nobody is responsible. 

Mr. Van Der Weide. There are different agencies that are re- 
sponsible for part of the solution. 

Mr. Pearce. And if we are all responsible, none of us are respon- 
sible. I already know that. I have six brothers and sisters. If we 
could ever make it a big deal, it was not a small deal. It wasn’t 
us. 

Mr. Van Der Weide. Yes, sir. But the banking agencies are re- 
sponsible for doing their part to remove the references from our 
regulations, and we are working on that. 

Mr. Pearce. Okay. So as we look then, I was going through a 
fascinating process yesterday looking at a failed bank. And it was 
really a solid-looking bank, solid, solid, solid, and they went in, and 
they realized they had not adequately judged the asset pool, not 
looked at things. And so all of a sudden, it skyrocketed in risk, be- 
cause the rating agencies suddenly became aware of that. 

Then Mr. Miller made these very precise comments, and I know 
that they are accurate, about the repo accounts and Bear Stearns. 
And they were doing things that were risky. And you have said 
that we have cured that risk. 

So my question, Mr. Wilson, is would it worry you that the asset 
pool of the U.S. Government repaying our debt is actually being 
printed by the guy sitting next to you, a deal called quantitative 
easing? Chairman Bernanke came in the day before, or a few days 
before, and said he is fully ready to do it again. Quantitative Eas- 
ing 3. 

You mention on page 2 of your testimony that you all do alter- 
native creditworthiness standards. Now, I know they haven’t been 
downgraded and they may not be downgraded on August the 2nd. 
But, you saw the falseness of Bear Stearns doing what they were 
doing, the repos. The oversight agencies have seen the falseness of 
what was going on in banks. 

Is anyone daring to speak — are you internally developing alter- 
native creditworthiness standards for the U.S. Government? 

Mr. Wilson. We are not. 

Mr. Pearce. That is fine enough. But we are all participating in 
a little process here. We are going to print money and make sure 
that we can pay the bills, and we are going to make sure we pass 
that legislation so that we don’t default, because that is a huge 
deal, and we can’t stand that. 

I think in truth the creditworthiness of the U.S. Government has 
never been adequately looked at and is not being adequately looked 
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at now. So if we pass August the 2nd, I think we still have a sys- 
tem that is very badly out of kilter, and we are printing money to 
make it work, and we are going to act like we can just continue 
to whistle while we work. And somewhere somebody ought to get 
some truth in the system. 

I yield back, Mr. Chairman. 

Chairman Neugebauer. I thank the gentleman. 

And now, I recognize Ms. Hayworth for 5 minutes. 

Dr. Hayworth. Thank you, Mr. Chairman. 

And, gentlemen, thank you for being here. 

The E.U. Commissioner in charge of financial reform is Michel 
Barnier. And I am going to quote something that he said: “The 
CRA ratings are too embedded in our legislation, and I intend to 
reduce as much as possible the references made to those ratings in 
our prudential rules. That is my first priority today.” This was last 
week. 

“I can already tell you that the first of these measures to limit 
overreliance will be integrated into the upcoming modification of 
the capital requirements directive — otherwise known as CRD 4 — 
and which is the effective translation of Basel III into E.U. law. I 
will make these proposals on the 20th of July. To limit overreliance 
we will be strengthening the requirement for banks to carry out 
their own analysis of risk and not rely on external ratings in an 
automatic and mechanical way.” 

And, as I understand it, our current statutory requirements are 
to — on our side, as well — to limit the weight of CRA ratings in 
these capital requirements. 

Given that, of course, you rely on the statutory authority from 
our Congress and you work with our European counterparts to cre- 
ate the compliance with Basel III, what is your plan to advance — 
do you have a plan to advance the goal of not automatically and 
mechanically having CRA ratings be a part of how you evaluate 
bank capital? 

Any of you? Thank you. 

Mr. Van Der Weide. We do. 

I think it is important to note that there is an evolving, perhaps 
evolved, global consensus on this particular issue at this point. I 
think all the major jurisdictions are moving towards removing reli- 
ance by government and private sector reliance on credit ratings 
and removing them from the bank capital requirements. 

We are in extensive discussions with our international counter- 
parts, both through the Financial Stability Board and the Basel 
Committee about what the right way to do that is. 

The focus of attention, I think, in the short term is where the 
rating agencies screwed up the worst, and that is in the structured 
finance area. So we are having active discussions in international 
fora about what the right way is to reduce international capital 
rules reliance on rating agencies. I think we are making some good 
progress on that. 

And we are also spending a lot of time — the OCC, the Fed, the 
FDIC — working through the different alternatives for removing 
those ratings from the U.S. implementation, the U.S. form of the 
global capital rules — 

Mr. Wilson. I just would echo almost everything Mark said. 
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We all agree that this rote mechanical reliance on credit ratings 
was not the right way to go. There is global consensus on that. We 
are all looking for good ideas to reduce reliance. I think, again, the 
question is reducing reliance or just absolutely banning reliance on 
it, so — 

Dr. Hayworth. Thank you. Thank you both. 

It certainly sounds as though, of course, there is — speaking as a 
consumer of information and as an investor in my own life, it is 
challenging. I trust that you are working on what we can offer to 
assure our consumers of financial products that there is, in fact, a 
way in which we can reliably use parameters to judge the quality 
of capital at our institutions. 

One appeal, obviously, of having credit rating agencies is that if 
it works right, then you have a standard. But the problem seems 
to have been that, unfortunately, that standard was not one on 
which we could rely as scientifically as we thought. 

Is that an accurate impression? 

Mr. Van Der Weide. Yes, I think that is pretty accurate. 

I think one of the core principles that we have in the interagency 
working group that has been looking at this issue is to try to find 
a replacement for credit ratings that is transparent and consistent 
across different banks, across different financial instruments. 

We think that is useful to the markets, useful to the banking 
system, useful to the regulatory agency, so transparency is one of 
the hallmarks that we are striving for. 

Dr. Hayworth. Thank you all. 

And I yield back my time, Mr. Chairman. Thank you. 

Chairman Neugebauer. I thank you. 

Mr. Stivers is recognized for 5 minutes. 

Mr. Stivers. Thank you, Mr. Chairman. 

I am Steve Stivers. I represent Columbus, Ohio, and the sur- 
rounding areas. In my district, we have a big Honda plant that 
makes about a half million cars a year and employs about 4,400 
people, and uses asset-backed bonds to finance the building and fi- 
nancing of cars. And so, I have some questions for Mr. Ramsay. 

The first question I have, the gentleman from Massachusetts ear- 
lier sort of embedded in a question, assumed that the ratings are 
not in prospectuses anymore of asset-backed bonds, but, in fact, 
they are indeed still in the prospectuses. And the SEC is still re- 
quiring that, aren’t they, Mr. Ramsay? 

Mr. Ramsay. Our rules currently still, as I understand it, require 
ratings in prospectuses. But that is a topic that is out for public 
discussion and comment. 

Mr. Stivers. Great. And the status of that — is there a pending 
proposed rule out there? These are yes-or-no questions, if you 
could. It’s really easy. 

Mr. Ramsay. Yes. 

Mr. Stivers. So it is a proposed rule, or is it in draft form? 

Mr. Ramsay. I believe there is a proposed rule. 

Mr. Stivers. Okay. And it would remove the ratings. Because I 
have not seen the proposed rule — I have heard there is a discussion 
draft, but I have not seen a proposed rule. 
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Mr. Ramsay. I believe the Commission yesterday put out a pro- 
posed rule to remove, at least for shelf registration ABS, the re- 
quirement for ratings. 

Mr. Stivers. Great, thank you. 

And the next question I have goes to sort of how these things 
happen. So is the credit rating agency involved in preparing a pro- 
spectus, reviewing a prospectus, or is the credit rating agency just 
taken and inserted by attorneys and accountants in the prospectus? 

Mr. Ramsay. Congressman, you are getting out of my depth in 
terms of the way that those things are prepared. I think the rating 
agencies have — I am not aware that they are involved heavily in 
the preparation of the prospectus itself — 

Mr. Stivers. That is my understanding, as well. And I guess 
that just goes to the point that the prospectus is not their docu- 
ment. 

And so let us talk for a second about what you know about Sec- 
tion 932, 933 of Dodd-Frank. The gentleman from Delaware al- 
luded to this, as well. Is there not indeed still liability for the credit 
rating agencies under those sections, even if 939G were to go 
away? 

Mr. Ramsay. In general terms. Congressman, yes, there are two 
potential routes for liability. One is Section 11, which is the, sort 
of, higher standard of liability that exists for accountants and cer- 
tain other experts. And then there also is, sort of, general anti- 
fraud liability under Section 10-b. 

Mr. Stivers. And even before Dodd-Frank, weren’t the credit rat- 
ing agencies sued before that new clause of liability was inserted? 

Mr. Ramsay. They have been from time to time — 

Mr. Stivers. And successfully sued in cases. 

Mr. Ramsay. I am not aware exactly what the court precedent 
is. I am not aware that there is any one pattern of decisions on 
this. 

Mr. Stivers. But it has not been universally unaccepted. That is 
the point. We didn’t even need the new liability in section 932 and 
933 of Dodd-Frank. Nobody is proposing that to go away. But cer- 
tainly the 939 provision, I think, is of concern to a lot of us, be- 
cause it has frozen up the asset-backed market. The market is de- 
pending on an indefinite no-action letter from the SEC. 

I am excited to hear that yesterday you proposed a new rule. I 
will have to go check that out, but I had not seen it. I had heard 
there was a discussion draft, but I hadn’t seen it, so I will certainly 
go look for it today. 

Thank you. I yield back. 

Mr. Carney. Will the gentleman yield? 

Mr. Stivers. Sure. 

Mr. Carney. Yes, thank you to the gentleman from Ohio. 

I would just like clarification from Mr. Ramsay. You said — I 
thought I heard you say that your requirement that the rating be 
in the prospectus is still enforced. Is that what you said? 

Mr. Ramsay. My understanding. Congressman, is that for asset- 
backed deals generally there is still a requirement that the rating 
information be included. There is a no-action letter that is out that 
is sort of — 
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Mr. Carney. So the no-action letter, and you just mentioned that 
a minute ago, frankly, means that the ratings, as I understand it, 
are not being included in the prospectuses but they are being in- 
cluded in the selling documents. Is that your understanding? 

Mr. Ramsay. That is my understanding. 

Mr. Carney. I just wanted to clarify that for the record. 

Mr. Stivers. That is not my understanding, I will tell you. I be- 
lieve that they are being included. And, frankly, the no-action let- 
ter applies to the 939G provisions of holding people liable as ex- 
perts. Is that not correct, Mr. Ramsay? 

Mr. Ramsay. Congressman, at this point perhaps I should have 
my friends in the Division of Corporation Finance get back to you 
with that before I — 

Mr. Stivers. I am pretty sure that — I have talked to them. I 
could be wrong, but I am pretty sure that is right. 

Thank you. 

I yield back, Mr. Chairman. 

Chairman Neugebauer. Thank you. 

I think that is all of the questions from both sides. We want to 
thank this panel. And with that, we will dismiss this panel and call 
up the second panel. 

I would like to welcome our second panel here: Mr. Deven 
Sharma, president of Standard & Poor’s; Michael Rowan, global 
managing director. Commercial Group, Moody’s Investors; Mr. 
James Gellert, CEO of Rapid Ratings; Mr. Jules Kroll, chairman 
and CEO, Kroll Bond Rating Agency; Mr. Lawrence J. White, Rob- 
ert Kavesh professor or economics. Stern School of Business at New 
York University; and Mr. Gregory Smith, chief operating officer 
and general counsel, Colorado Public Employees Retirement Asso- 
ciation. 

I would remind you that your written statements will be made 
a part of the record, and you will each be recognized for 5 minutes. 

Mr. Sharma? 

STATEMENT OF DEVEN SHARMA, PRESIDENT, STANDARD & 

POOR’S 

Mr. Sharma. Thank you. Chairman Neugebauer, Ranking Mem- 
ber Capuano, and members of the subcommittee. Good morning. 

My name is Deven Sharma, and I am the president of Standard 
& Poor’s and have served in that capacity since September 2007. 
I am pleased to appear before you today. 

Much has changed with regard to credit ratings and credit rating 
agencies over the past several years, both in terms of how we go 
about our work and the regulatory framework in which we operate. 
For our part, we at Standard & Poor’s have undertaken a variety 
of initiatives in recent years designed to further our fundamental 
mission of providing the market with high-quality independent 
benchmarks about the creditworthiness of debt securities. 

These initiatives include measures designed to strengthen the 
governance and control framework and has the analytics and cri- 
teria we use to rate issues and issuers and clearly communicate the 
rationale behind our actions and better identify and report on key 
areas of risk in order to further transparency in the markets. 
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These initiatives reflect the great lengths and significant efforts 
we have made to enhance the way we go about serving investors, 
regulators, and the capital markets. Put simply, with these added 
checks and balances and enhanced analytics, our organization 
today operates very differently than it did even just a few years 
ago. 

These changes include investing significantly in our compliance 
and quality operations, including significant staff additions; estab- 
lishing an independent criteria review and approval process; 
supplementing existing controls against potential conflicts of inter- 
est, including implementing look-back reviews and an analyst rota- 
tion program; and adopting enhanced ratings definitions and up- 
dating of criteria across major asset classes to map it to those defi- 
nitions. 

This has enhanced ratings comparability across asset classes and 
across geographic regions. It has also led us, on balance, to look for 
stronger credit characteristics for securities seeking higher ratings, 
enhancing disclosure in the ratings reports of applicable factors 
and variables, applicable criteria and the assumptions underlying 
their analysis, and finally, increasing analytical training of our an- 
alysts, including a new analytical certification program. 

A more comprehensive list of these initiatives can be found in my 
written submission, as well as on our Web site, 
www.standardandpoors.com. 

Of course, the regulatory landscape of credit ratings has also un- 
dergone major change. Through legislation and related rulemaking, 
regulatory measures have reinforced and strengthened the integ- 
rity of the ratings process through increased oversight, greater 
transparency and accountability, and improved analyst training. 

Specifically, the passage of the Credit Rating Agency Reform Act 
in 2006, together with a rigorous set of governing rules adopted by 
the SEC, established the first comprehensive regulatory scheme 
governing credit rating agencies. 

NRSROs are now required to make extensive disclosures of pro- 
cedures and methodologies for determining ratings, performance 
measures, and statistics for credit ratings, policies for addressing 
and managing potential conflicts of interest. 

The CRA Act also empowered the SEC to conduct detailed and 
lengthy examinations of rating agencies’ practices and procedures 
and lowered barriers to entry for other credit rating agencies to 
register with the SEC. Indeed, several new ratings agencies have 
been registered in recent years, including those that employ the in- 
vestor-paid business model and the rating agencies that use dif- 
ferent analytical approaches in deriving ratings. S&P believes in- 
creased diversity of approaches and views benefits the markets 
with more information. 

Dodd-Frank represented another significant event in the evolving 
landscape for rating agencies. One notable aspect of Dodd-Frank is 
its requirement that Federal agencies review the use of credit rat- 
ings in rules and regulations and remove references to ratings from 
several areas of Federal law. S&P has long supported addressing 
undue reliance on ratings by the market through elimination of 
legal mandates in the use of ratings. 
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Standard & Poor’s welcomes many of the regulatory changes and 
enhancements that have heen put in place in recent years. We also 
firmly believe that perhaps the most important value of ratings is 
the independence and forward-looking view they express about fu- 
ture creditworthiness. 

For the markets to have confidence in those ratings, they must 
ultimately represent the independent view of rating agencies. That 
means, of course, that they should be free of commercial consider- 
ations, and S&P is fully committed to that principle. But it also 
means that they must be free of regulatory or governmental influ- 
ence as to their analytical substance. 

As Dodd-Frank rulemaking progresses, we believe it is critical 
that new regulations preserve the ability of NRSROs to make their 
own analytical decisions without fear that those decisions will be 
later second-guessed, if the future does not turn out to be as antici- 
pated or that in publishing a potential controversial view, they will 
expose themselves to regulatory retaliation. 

Pressures of that sort could only undermine the significant 
progress we believe has been made over the years by rating agen- 
cies and regulators alike to provide the market with transparent, 
quality, and generally independent views about the creditworthi- 
ness of issuers and their securities. 

I thank you for the opportunity to participate in the hearing, and 
I would be happy to answer any questions you may have. Thank 
you. 

[The prepared statement of Mr. Sharma can be found on page 
118 of the appendix.] 

Chairman Neugebauer. Thank you. 

Mr. Rowan? 

STATEMENT OF MICHAEL ROWAN, GLOBAL MANAGING DIREC- 
TOR, COMMERCIAL GROUP, MOODY’S INVESTORS SERVICE 

Mr. Rowan. Good morning, Mr. Chairman, and members of the 
subcommittee. My name is Michael Rowan, and I am the global 
managing director of the Commercial Group at Moody’s Investors 
Service. 

On behalf of my colleagues, I would like to thank you for the op- 
portunity to participate in today’s hearing and to speak to you 
about Moody’s, the role credit rating agencies can play in the mar- 
kets, our competitive landscape, and the impact of Dodd-Frank on 
the credit rating agency industry so far. 

In providing you with our perspective on these questions, I would 
like to outline two principles that have guided us over the years. 

First, Moody’s believes that the legislative initiatives that peri- 
odically review and update the regulatory regime under which mar- 
ket participants operate are both necessary and healthy. They can 
increase market confidence that rules are fair and the playing field 
is level. They also encourage best practices among and across in- 
dustries. 

Second, we think that markets thrive when the regulatory land- 
scape allows for and encourages numerous differing views while 
permitting market participants to choose opinion providers based 
on quality. 
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It is equally important that contrarian opinions not only be toler- 
ated, but encouraged. 

For these reasons, Moody’s has been a strong advocate of com- 
petition in our industry, so long as that competition occurs on the 
basis of quality. 

Moody’s has developed our reputation over a long period of time. 
We are, however, also well aware of the loss of confidence in the 
credit rating industry, largely driven by the performance of the 
U.S. residential mortgage-backed securities sector and related 
collateralized debt obligations. 

Over the past several years, Moody’s has adopted and will con- 
tinue to adopt a number of measures to regain confidence of our 
ratings in that sector. 

The actions and initiatives that we have pursued in the recent 
past can be categorized into five broad areas: strengthening the 
analytic integrity of credit ratings; enhancing consistency across 
ratings groups; improving transparency of credit ratings and the 
ratings process; increasing resources in key areas; and bolstering 
measures to mitigate conflicts of interest. 

One initiative that I wish to underscore is the creation of the de- 
partment which I head, Moody’s Global Commercial Group. Our 
mandate builds on prior measures through which Moody’s had first 
prohibited rating analysts from discussing fees with issuers and 
then extended that prohibition to their managers. 

Last year, we took those efforts one step further and created the 
Commercial Group to strengthen separation between our credit rat- 
ing and credit policy functions on the one hand and our commercial 
functions on the other. My position in particular was established 
to bring the commercial functions under common leadership. 

The Commercial Group is responsible for business strategy and 
planning, new business origination, and managing the relation- 
ships with issuers for the rating agency. The employees of the 
Commercial Group have no involvement in determining or moni- 
toring credit ratings or developing or approving rating methodolo- 
gies. 

Equally as important, Moody’s analytic employees are not in- 
volved in the commercial activities of the company, which adds an- 
other layer of protection against the potential of conflict. 

In addition to our own internal efforts, Moody’s supports regu- 
latory reform and believes that effective regulation of credit rating 
agencies is positive for our industry and the broader market. 

For example, the Credit Rating Agency Reform Act of 2006 and 
Title 9 of the Dodd-Frank Act call upon nationally recognized sta- 
tistical rating organizations to be transparent about their rating 
opinions and methodologies and to effectively address conflicts of 
interest. 

Dodd-Frank also introduced measures to enhance credit rating 
agencies’ accountability and reduce the regulatory use of credit rat- 
ings. 

In particular, Moody’s has long supported removing references to 
credit ratings in regulation. We believe that mechanical triggers, 
regardless of whether they are ratings based on market signals or 
another type of measure, can inadvertently harm markets by am- 
plifying rather than dampening the risks in the system. 
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Finally, over the past year, the Securities and Exchange Com- 
mission has been proposing rules and seeking comments for studies 
related to the credit rating agency industry, as mandated by the 
Dodd-Frank Act. 

Moody’s has submitted comments on these proposed rules and 
studies and will continue to provide our views throughout the 
SEC’s public comment process. We anticipate that the new rules 
will spur various changes in Moody’s processes and operations, as 
well as lead to the codification and deepening of some of Moody’s 
existing practices. 

While we anticipate that the evolving regulatory landscape will 
lead to further change, our objective remains what it has been for 
the past 100 years: to provide the highest quality credit opinions, 
research and analysis. 

Thank you, again, for inviting me to testify on this important 
matter. And I look forward to answering your questions. 

[The prepared statement of Mr. Rowan can be found on page 102 
of the appendix.] 

Chairman Neugebauer. I thank the gentleman. 

Mr. Gellert? 

STATEMENT OF JAMES H. GELLERT, CHAIRMAN AND CHIEF 
EXECUTIVE OFFICER, RAPID RATINGS INTERNATIONAL, INC. 

Mr. Gellert. Thank you. On behalf of Rapid Ratings’ employees 
and shareholders, I would like to thank Chairman Neugebauer, 
Ranking Member Capuano, and the members of the subcommittee 
for asking me to join you today. My name is James Gellert, and I 
am the chairman and chief executive officer of Rapid Ratings. 

As we arrive at the 1-year anniversary of Dodd-Frank, we face 
essentially the same or worse ratings landscape as 1 year ago. 
S&P, Moody’s, and Fitch have undiminished influence, competitors 
that are NRSROs have even more challenges and costs, and non- 
NRSRO rating agencies are even less likely to apply to be one. 

Rapid Ratings is neither an NRSRO nor a traditional rating 
agency. We are a subscriber-paid firm. We utilize a proprietary 
software-based system to rate the financial health of thousands of 
public and private companies and financial institutions from 70 
countries. We re-rate all U.S. filers quarterly. We use only financial 
statements, no market inputs, no analysts, and have no contact 
with issuers, bankers or their advisers. 

In a recent third-party academic paper, we are identified as 
being 2.9 years earlier than Moody’s in downgrading to below in- 
vestment grade companies that ultimately fail. We represent inno- 
vation and competition in ratings. 

Dodd-Frank has positive and negative initiatives, but ultimately 
it penalizes the wrong players, creates disincentives for new play- 
ers to enter the business, and misses opportunities to truly change 
the ratings industry. 

The biggest positive initiative is the removal of NRSRO ref- 
erences from Federal regulations. Many have covered that, and I 
think will, so I will skip that for the moment and refer you to my 
written testimony on that subject. 
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The negative developments can largely be grouped as increased 
reporting, oversight, board construction, administrative and compli- 
ance duties. 

I do not disagree with prudent governance and compliance, but 
I am discouraged by the immense costs associated with complying. 
Many of these rules were implemented to address the conflicts of 
interest and behavioral issues of the big three, and ironically those 
companies are the only ones that can easily afford to comply. 

Increased liability dominated the reform debate throughout 2009 
and into the enacting of Dodd-Frank. It is perhaps the most politi- 
cally charged and roundly understood concept for reform by the 
public at large. 

It may be fair to levy stricter liability standards on those agen- 
cies that contributed directly to the crisis, but Dodd-Frank changed 
the relevant language from NRSRO to credit rating agency at the 
last minute. This change was the only material instance where 
non-NRSROs were captured by this new statute. I wonder why. I 
suspect to prevent NRSROs from unregistering. If so, this is quite 
a statement about how the drafters felt Dodd-Frank would go over 
with the big three rating agencies. 

I suggest that CRAs that have never been NRSROs should be 
given safe harbor from these liability provisions. Section 932 of 
Dodd-Frank covers the disclosure of ratings methodologies in the 
attempt to measure ratings accuracy. The SEC’s implementation 
regulations, which are out for comment, propose so much disclosure 
of underlying methodology that they put at risk the intellectual 
property of a firm like Rapid Ratings that is innovation-driven. 
This is overkill. 

On accuracy, without question, more accurate ratings are good 
for the market. However, regulatory enforcement of a prescription 
of accuracy — of accurate ratings — is not. Markets drive innovation, 
not regulations. 

If a standard for ratings accuracy is prescribed by regulation, 
over time agencies will engineer ratings to the standard by which 
they are being measured. This means fewer diversified opinions, 
not more. Homogenizing ratings only correlates risk-taking and in- 
creases systemic risk. 

A major shortcoming of Dodd-Frank is it does nothing to expand 
NRSROs’ access to data used by other NRSROs in the ratings proc- 
ess. Firms can now access due diligence data on some forms of 
structured products, but not nearly enough. Collateralized loan ob- 
ligations are the perfect example, as detailed in my testimony. 

Next week, I will propose in a comment letter to the SEC a sim- 
ple yet potentially wide-reaching initiative to assist in the improve- 
ment of this industry. All NRSROs should be required to file an af- 
firmative statement with the SEC that they confirm or change each 
previously issued and outstanding rating on a quarterly basis. 

This initiative would force firms to think more carefully about 
their initial ratings and ensure they stand by their product, pro- 
mote some confidence in the ratings process among users, make 
asset managers more responsible for understanding more frequent 
ratings changes instead of arbitraging stale ratings, and ensure 
that the SEC has more performance data. 
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Effective reform will only come with the following: not stifling 
competition through compliance costs; removing references from 
regulations to decrease dependence on NRSROs; promoting innova- 
tion and avoiding the homogenization of ratings; and increasing the 
flow of data critical to providing new ratings into the market. 

Why take a young, hungry competitor in the rating space and 
subject it to all manner of change, increased scrutiny, costs, liabil- 
ities, uncertainties and a playing field that changes and then 
changes again? Until there are benefits that outweigh the costs, we 
will build our business outside the NRSRO network. 

Thank you. 

[The prepared statement of Mr. Gellert can be found on page 64 
of the appendix.] 

Chairman Neugebauer. Thank you. 

Mr. Kroll? 

STATEMENT OF JULES B. KROLL, EXECUTIVE CHAIRMAN, 
KROLL BOND RATING AGENCY, INC. 

Mr. Kroll. Thank you for the opportunity of speaking with you 
this morning. Chairman Neugebauer, Mr. Capuano, and other 
Members of Congress. 

My statement is a very personal statement. I built my previous 
company starting 40 years ago focused on the concept of due dili- 
gence, and focusing on the concept of fighting corruption in the cor- 
porate world and ultimately in the government world. 

It was all about bringing professionalism to an industry which 
was not held in very high repute in those days, called the private 
detective industry. So unlike James, I can’t take on the attributes 
of the young, hungry competitor, so consider me an old, hungry 
competitor. 

Thank you, Larry. 

A couple of things I would like to say personally. I had sold my 
company. I was in pretty good shape. My wife was complaining I 
was hanging around the house a little too much. And I began to 
look at things where I might apply my experience and the experi- 
ence of my colleagues to an important public policy issue, as we 
had with corruption and payoffs and kickbacks in the 1970s, 1980s, 
and 1990s. 

I had always marveled at the racket that these big rating agen- 
cies had. It was beautiful. Charge whatever you want. Take no re- 
sponsibility. Hide behind the First Amendment. Make a lot of 
money. It looked like a good business model to me. So I began to 
study it and to see whether our skills and our history and our 
knowledge could be applied here. 

Now, this is a personal statement from me. My view is the whole 
concept that you hide behind the First Amendment and accept no 
accountability for your work is irresponsible, and it is scandalous. 
I have yet to hear people say at the big three that they are sorry. 
They have said they underestimated the depth of the housing crisis 
in America. Who do you think contributed to it? 

I don’t want to whine about that. I want to tell you what I am 
doing about it and the traction that we are getting, but some of the 
obstacles we face. So I don’t know about the rest of you, but when 
I read a novel, I cheat. I go to the end. I want to see is the hero 
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or the heroine still alive. So I won’t hold you in suspense in my re- 
maining 2 minutes and 34 seconds. 

We became an NRSRO because we felt when it came to public 
pension funds and it came to corporate pension funds and univer- 
sity endowments and other foundations, there was no official status 
to your rulings unless you were an NRSRO. So as long as there is 
an NRSRO, we had to become one. 

So we bought the tiniest one there was. It was a little company 
doing $1 million a year. We developed a marvelous business model. 
We managed to spend more money on lawyers and compliance in 
the last year than that little company had revenue. Now, my wife 
has informed me this is not a good business strategy, but it is an 
essential one, because we needed a better foundation to build on. 

So here are my asks. Number one, let us go back to the Fitz- 
gerald bill and its attempt to encourage competition. And there 
were a few little firms that came in. One of them, we bought. An- 
other one, Egan-Jones, is still in business. And then there is 
Realpoint that was acquired by Morningstar. 

Those are the three smaller ones. And by the way, there is noth- 
ing that James has said that I don’t completely endorse. Whether 
an NRSRO or not an NRSRO, he has gotten it right. 

So number one, we have to look at the 500 pages of regulations 
that the SEC promulgated in response to Dodd-Frank, no less on 
my birthday. May ISth, and I was meeting with them on May 19th. 
They have made an effort to comply. They have tried in each and 
every way to be in sync with the legislation from Dodd-Frank. 

But when you are making rules for, in effect, an oligopoly, with 
massive numbers of people who are working in every discipline and 
opining on which countries should be downgraded or not down- 
graded, that is a different species. The mice can’t run and compete 
with the elephants, if we have the burdens and the expense that 
are laid on because of this. 

And I have some sympathy for the big three, but frankly not 
much, given the amount they make. These are among the most 
profitable companies in America. It is time for them to reinvest in 
the quality of what they do. 

Our business is totally focused on where the problem was. We 
are totally focused in the structured finance area. And we are 
building it silo by silo, and we are making headway. So my ask is 
lighten up on the burdens from a regulatory point of view and let 
us just get on the field and compete face to face on the accuracy 
and the quality of our ratings and let us not hide behind the First 
Amendment. Let us be accountable for our work. 

Thank you. 

[The prepared statement of Mr. Kroll can be found on page 89 
of the appendix.] 

Chairman Neugebauer. Thank you, Mr. Kroll. 

Mr. White? 

STATEMENT OF LAWRENCE J. WHITE, PROFESSOR OF ECO- 
NOMICS, STERN SCHOOL OF BUSINESS, NEW YORK UNIVER- 
SITY 

Mr. White. Chairman Neugebauer, Ranking Member Capuano, 
and members of the subcommittee, my name is Lawrence J. White. 
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I am a professor or economics at the NYU Stern School of Busi- 
ness. I represent solely myself at this hearing. Thank you for the 
opportunity to testify today on this important topic. 

The three large U.S.-hased credit rating agencies — Moody’s, 
Standard & Poor’s and Fitch — and their excessively optimistic rat- 
ings of subprime residential mortgage-backed securities in the mid- 
dle years of the past decade played a central role in the financial 
debacle of the past 2 years. 

Given this context and history, it is understandable that there 
would be strong political sentiment, as expressed in Section 932 of 
the Dodd-Frank Act, for more extensive regulation of the credit rat- 
ing agencies in hopes of forestalling future debacles. 

The advocates of such regulation want figuratively, perhaps lit- 
erally, to grab the rating agencies by the lapels, shake them, and 
shout, “Do a better job.” 

This urge for greater regulation is understandable and well-in- 
tentioned, but it is misguided and potentially quite harmful. The 
heightened regulation of the rating agencies is likely to discourage 
entry, rigidify a specified set of structures and procedures, and dis- 
courage innovation in new ways of gathering and assessing infor- 
mation, new technologies, new methodologies, and new models, pos- 
sibly including new business models, and may well not achieve the 
goal of inducing better ratings from the agencies. 

Ironically, these provisions will also likely create a protective 
barrier around the larger credit rating agencies and are thus likely 
to make them even more central to and important for the bond 
markets of the future. 

Why would we want to do that? 

You just heard from Mr. Gellert and Mr. Kroll about all the prob- 
lems that Section 932 creates, especially for the smaller agencies. 

There is a better route. That route is also embodied in the Dodd- 
Frank Act. It is sections 939 and 939A. These are the sections that 
remove statutory ratings — references to ratings — and that instruct 
Federal agencies to review and modify their regulations so as “to 
remove any reference to or requirement of reliance on credit rat- 
ings and to substitute in such regulations such standards of credit- 
worthiness as appropriate.” 

Doing so would really open up this bond information industry in 
a way that it has really not been open since the 1930s. 

Unfortunately, financial regulators, especially the bank regu- 
lators, have been slow to implement these provisions. You heard 
from them earlier today. They have been slow, especially the bank 
regulators. 

On one level, this slowness, this reluctance is understandable. 
Regulatory reliance on an existing set of rating agencies is easy. It 
is a check-the-box kind of approach. It is easy for the regulator. It 
is easy for the regulated. 

But at another level, this is not rocket science we are talking 
about. The approach of the regulators ought to follow the same ap- 
proach that bank regulators already use — they currently use — for 
assessing the safety and soundness of the other kinds of loans that 
are in bank portfolios. 

That approach basically says, “Place the burden directly on the 
bank or other financial institution to demonstrate and justify the 
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safety and soundness of their bond portfolios.” That is essential. 
That safety must — and the regulatory approach to that safety 
must — remain. 

The financial institutions can do this either by doing their own 
research and analysis themselves in-house, or they can rely on 
third-party sources of creditworthiness information. Third-party 
sources might encompass the existing incumbent NRSROs or other 
sources of creditworthiness information — and there are other 
sources: There are the smaller non-NRSROs. Mr. Gellert rep- 
resents one of them. There are creditworthiness fixed-income ana- 
lysts at securities firms. And in a more open environment, these 
analysts might be encouraged to hang out their own shingles and 
start doing more independent analysis on their own. 

Of course, regulators have to check on the competence of the fi- 
nancial institutions in doing that research or in employing the 
services of those creditworthiness advisers, but it can be done. 

So Section 939 and 939A are the direction to go. When they are 
fully implemented, then there wouldn’t be any need for the NRSRO 
system, to address a question you raised earlier, Mr. Chairman. 

And if we can somehow avoid the dangers of Section 932 — ideal- 
ly, if it were my choice, I would repeal 932 in a heartbeat — then 
the bond information market, and that is really what we are talk- 
ing about, would be opened to innovation and entry in ways that 
have not been possible since the 1930s. 

My written statement expands on these ideas. Thank you, again, 
for the opportunity to testify this morning. I would be happy to an- 
swer questions from the committee. 

[The prepared statement of Dr. White can be found on page 216 
of the appendix.] 

Chairman Neugebauer. Thank you, Mr. White. 

Mr. Smith, you are recognized for 5 minutes. 

STATEMENT OF GREGORY W. SMITH, GENERAL COUNSEL AND 

CHIEF OPERATING OFFICER, COLORADO PUBLIC EMPLOY- 
EES’ RETIREMENT ASSOCIATION 

Mr. Smith. Thank you. Mr. Chairman, Ranking Member Capu- 
ano, and members of the subcommittee, thank you for having me. 
Cood afternoon. I am Creg Smith, general counsel and COO of the 
Colorado Public Employees Retirement Association (PERA). I am 
also a member of the board of directors of the Council of Institu- 
tional Investors. 

I appreciate the opportunity to speak to you today. My testimony 
is going to emphasize three points: first, the systemic risk being 
created by the premature removal of credit ratings from all regula- 
tions from the perspective of an investor; second, the SEC’s role in 
oversight of credit rating agencies and what it takes to accomplish 
that goal; and, finally, the critical nature of the provisions making 
credit rating agencies accountable, as are others, for their products 
that they sell. 

Colorado PERA is a pension fund with more than $40 billion in 
assets. And, as general counsel and COO, I am responsible for pro- 
tecting the retirement security of more than 475,000 participants 
and beneficiaries in that system. 
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In that capacity and as a board member of the council, I have 
had the opportunity to study the issues surrounding the credit rat- 
ings industry and the ways in which ratings agencies’ actions im- 
pact institutional investors and pension funds. 

At the outset, it is important to note that neither prior to the fi- 
nancial crisis nor subsequent to the passage of Dodd-Frank has 
Colorado PERA ever relied on rating as a sole source of buy-sell de- 
cisions. Rather, ratings are used as a part of a mosaic of informa- 
tion we consider during the investment process. That is the way all 
responsible institutional investors have done it and continue to do 
it. 

Our investment process involves risk budgeting, an effort to en- 
sure that investment managers are generating appropriate returns 
within a specified range of risk. A consistent and reliable risk 
measure is critical to institutional investors in order to manage 
those risk budgets. In addition, ratings are an important factor in 
our decision to participate in short-term credit facilities, such as 
cash accounts and money market funds. 

We fully agree with the conclusions of the Financial Crisis In- 
quiry Commission and many others that, “the failures of credit rat- 
ing agencies were an essential cog in the wheel of financial destruc- 
tion.” 

In light of those failures and the credit rating agency provisions 
of Dodd-Frank that followed, Colorado PERA has begun a process 
of consulting with internal fund managers and outside experts in 
order to identify appropriate alternative measures of risk. 

We are hopeful that, once identified, such measures can also help 
to define in our investment management agreements the level of 
risk to be taken on by our individual portfolio managers. The proc- 
ess, however, as we have heard from the OCC as well as the Fed 
today, is a challenging one. And to date, identifying cost efficient 
measures that could comprise a robust, objective evaluation of cred- 
it risk remains elusive. 

In the meantime and to the extent that credit rating agencies 
continue to act as gatekeepers for the financial markets, we strong- 
ly believe that rating agencies should have an appropriate level of 
government oversight and accountability to investors at least as 
rigorous as auditors, investment banks, and other financial gate- 
keepers. 

Providing an appropriate level of government oversight for credit 
rating agencies requires sufficient funding of the SEC so that they 
can implement and enforce the provisions of Dodd-Frank that begin 
to address credit rating agency conflicts of interest, lack of trans- 
parency, and other deficiencies. 

As you are aware, SEC funding does not increase the Federal 
deficit, because its budget is fully offset by fees imposed on finan- 
cial entities engaged in SEC-regulated securities transactions. 

Depriving the SEC of necessary funding as a supposed punish- 
ment for past failures is counterproductive and contrary to the 
needs of investors. Providing an appropriate level of accountability 
to investors requires that credit rating agencies be subject to liabil- 
ity to investors for poor performance and poorly managed conflicts. 

As you might expect, we were disappointed by the Committee on 
Financial Services’ vote last week in support of House Resolution 
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1539. As you are aware, that bill would amend Dodd-Frank to pro- 
vide those NRSROs that directly contributed to the multitrillion 
global financial crisis a shield from accountability to investors. 

We note that a similar shield from liability is not provided under 
the Federal securities laws to any other financial gatekeepers. 

Colorado PERA and the council stand ready to work with this 
subcommittee, the SEC, and other interested parties to better en- 
sure that the credit rating agencies post-Dodd-Erank will, to the 
extent possible, more effectively and efficiently serve the needs of 
investors and all participants in the U.S. financial system. 

That concludes my prepared remarks. I look forward to your 
questions. Thank you. 

[The prepared statement of Mr. Smith can be found on page 129 
of the appendix.] 

Chairman Neugebauer. I thank the panel. 

And we will start with questions. I will recognize myself first for 
5 minutes. 

I want to put up a chart. I know it is hard to read, and so that 
chart is being passed out, and we will make sure the panelists get 
one as well. 

Basically, where I am going with this is that one of the things 
I feel like Dodd-Erank does is it makes the big get bigger and it 
is not — what we have heard is testimony here that even in the rat- 
ing agency space — but also what I think Dodd-Erank has also done 
and what is going on in the rating agency is they are kind of 
complicit in the fact that we are helping the big financial institu- 
tions actually stay bigger and actually giving many of those an un- 
fair advantage. 

And so what you have here is a chart that basically shows the 
ratings of four banks, and so there is a kind of a before the uplift 
and after. And basically, what you see are two banks, SunTrust 
and TrustMark, that actually have a before uptick ratings of A3, 
and then we have Bank of America and Citigroup has a Baa2 rat- 
ing, in using ratings of bank financial strength, C, and the two 
other banks, C-minus. 

But when you look at the upticks that they are getting, for exam- 
ple, Bank of America is getting a 5-point uptick. And so, it takes 
it up to Aa3 and Citigroup gets an uptick 4 to Al. 

And so the concern here is, and what I am hearing over and over 
again, is that we haven’t cured this too-big-to-fail perception out 
there among the rating agencies, and that, in fact, the rating agen- 
cies today are giving these systemically important financial institu- 
tions advantage over other financial institutions that may, in fact, 
from a core standpoint be more, obviously, from your own ratings, 
maybe be a better financial risk on a standalone basis. 

So my question is, where are we in this process of removing this 
too-big-to-fail advantage for these large financial institutions? 

Mr. Sharma, I will start with you. 

Mr. Sharma. Thank you, Mr. Chairman. In the spirit of our ob- 
jectives of transparency and clarity, we have recently also clarified 
how we are going to rate banks in the future. 

And we start with looking at the stand-alone credit risk assess- 
ment of a bank on a number of factors that include business posi- 
tion, risk exposure, funding, and liquidity. 
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But then after we do the stand-alone credit risk assessment, we 
do look at what external support it may be provided by a holding 
company or by a parent institution or by government support. And 
in that context, we have created a very simple framework that 
looks at different governments based on their policies and regula- 
tions and history as to whether they are supportive or supportive- 
uncertain or interventionist. 

And then we look at different institutions as to how important 
they are for the economy, the size, the concentration, the inter- 
connection across the different market participants. And based on 
that, we determine how much support we believe the government 
may provide to these institutions when there is a crisis or a situa- 
tion. 

So in that context, we do believe, given the situation, we are rec- 
ognizing the Dodd-Frank Act has a very clear aim to bring stability 
and raise the capital of the banks and the fact that the banks 
should not be provided any support. 

But our role is to provide the investor with a forward-looking 
view. And in that context, our analysts have said, were a similar 
situation to exist, we think, based on the history, based on the size 
of the banks and the connectivity, that there may be attempts at 
changing the policies to support the banks in the future. 

Chairman Neugebauer. But based — attached to the handout 
there — Phased on a statement that was recently issued by your com- 
pany, you questioned whether the too-big-to-fail issue has actually 
been settled. 

Mr. Sharma. Mr. Chairman, that is my co-panelist’s company, 
Moody’s, but we have also recently published research that high- 
lights the fact that we recognize the Dodd-Frank Act and the aim 
of the Dodd-Frank Act to sort of take this too-big-to-fail support 
away. 

But we recognize on some of the connectiveness, the high con- 
centration of the large banks, the importance to the sovereigns, 
that in a similar situation, policymakers may end up looking at 
changes to the law to give support to the institution in the future. 

Chairman Neugebauer. And just for the record, the statement, 
though, that is up there is a statement from — Moody’s is — these 
are ratings from — the table is from Moody’s, but the statement is 
from Standard & Poor’s? 

Mr. Sharma. Yes, and that is what I said. We have recently pub- 
lished a similar — 

Chairman Neugebauer. Yes. Just quickly, Mr. Rowan, your re- 
sponse, because your company does the very same thing. 

Mr. Rowan. Yes, Mr. Chairman. 

Chairman Neugebauer. Won’t you push your — yes, thank you. 

Mr. Rowan. Sorry about that. Mr. Chairman, as the head of the 
commercial group, I am completely removed from the rating anal- 
ysis, rating committees and the formation of the methodologies, so 
I am not the person who can speak authoritatively on the question 
and point that you are asking. 

Chairman Neugebauer. At least let me ask you a question. Do 
you think it give financial institutions an unfair advantage that 
they get anywhere from two to four upticks for being considered a 
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risky financial institution? Do you think that gives them an unfair 
advantage in the marketplace? 

Mr. Rowan. Mr. Chairman, as I said, I am not involved in the 
methodology, and I am aware that the methodology incorporates 
the — 

Chairman Neugebauer. I am not talking about methodology. I 
am talking about common sense here. Do you think it is an unfair 
advantage for an entity to get upticks just because the Federal 
Government has not sent a clear signal whether it will bail that 
entity out or not? Yes or no? 

Mr. Rowan. Mr. Chairman, I am not the right person who can 
give you a yes-or-no answer, but I can arrange to have the right 
people speak with you and your staff, if that would be helpful. 

Chairman Neugebauer. So you don’t have an opinion on that? 

Mr. Rowan. As a representative of Moody’s, sir, that is not my 
specific area of expertise. I wouldn’t want to mislead you. 

Chairman Neugebauer. Okay. 

Ranking Member Capuano, for 5 minutes. 

Mr. Capuano. Thank you, Mr. Chairman. 

Mr. Sharma, just to clarify, under your understanding of current 
law, current law alone, you don’t think we have made any changes? 
I know what you said is, based on what you think we might do, 
that is what you think. But based on current law, do you think 
that too-big-to-fail still exists? 

Mr. Sharma. The current law clearly states that, and it is very 
clear about that, that it — 

Mr. Capuano. Clearly states what? 

Mr. Sharma. That it will not provide any — 

Mr. Capuano. That we will not. So it does not provide. Therefore, 
your opinion is based on your opinion that we might act. 

As a matter of fact, obviously, I won’t read the transcript, but I 
wrote it down, I think, pretty clearly, that your opinion is based on 
the fact that you think we maybe will attempt to change the poli- 
cies, which means the current policy to support. So when your 
opinion is based on your fact that you think, in your professional 
opinion, which you are entitled to, that we would change our cur- 
rent policies to react to a new situation? 

Mr. Sharma. Yes, that is exactly what our analysts have said. 

Mr. Capuano. That is fair. 

Mr. Sharma. That is their future view of how things may hap- 
pen. 

Mr. Capuano. That is a very fair statement. I just wanted to be 
clear about that. You don’t think that we do it now. You think that 
we would react to it. And as long as it is a statement of your opin- 
ion of what we would have to do, we would have to change current 
law and our current activities in order to do this again — 

Mr. Sharma. Correct. 

Mr. Capuano. — which, of course, we could change law to do any- 
thing we wanted. 

Mr. Sharma. Sure. 

Mr. Capuano. That is the whole idea of why Congress exists, to 
change laws. 

I appreciate that, Mr. Sharma. I just want to make that clear. 
It is your opinion of what we might do in the future. 
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And, Mr. Rowan, I know you are not the perfect person to an- 
swer this. It is my understanding that Moody’s has officially said 
that they think that too-big-to-fail has been ended. Is that a fair 
reading of what — not yours; I am not asking for your opinion. I rec- 
ognize you said you are not the guy here, but I would hope that 
you would know what Moody’s has said as a general statement. 

Mr. Rowan. Mr. Congressman, I am not sure that is Moody’s offi- 
cial statement. I can arrange to have the individuals who are re- 
sponsible for that — 

Mr. Capuano. That is fair enough. 

Mr. Rowan. — but I can’t answer your question. 

Mr. Capuano. I think that you should arrange to have them put 
their official documents on the record, because it is my under- 
standing that Moody’s has said so. I am not going to hold you to 
it, and maybe I am wrong. I guess I am rolling the dice here, but 
I have been led to believe that Moody’s has said that, and, there- 
fore, I would like Moody’s to go on the record one way or the other 
what you think about too-big-to-fail, because I have been led to be- 
lieve they do. 

Shifting to another thing, Mr. Kroll, I wanted to push a little bit. 
You had earlier said that you would agree with Mr. Gellert on ev- 
erything, yet your comment on the First Amendment indicated that 
you may not agree, and I am not so sure. 

As I understand it, the reason that we had to change some of the 
laws to take away or to limit the First Amendment defense of the 
credit rating agencies, we put in “knowingly or recklessly,” which 
is now under the law, under the Dodd-Frank law, the new stand- 
ard as to credit rating agencies. 

It has nothing to do with the First Amendment. The First 
Amendment is what has been used up until now to prevent them 
from having any liability whatsoever. 

Do you disagree with that, first of all, understanding? 

And, second of all, do you think that we should get rid of the new 
standard of extending liability to rating agencies under a “know- 
ingly or recklessly” standard? 

Mr. Kroll. I am not sure what your question is. 

Mr. Capuano. The question is, you said that — I want to make 
sure I understood it. I am under the impression you said we should 
get rid of the First Amendment defense? 

Mr. Kroll. No. What I said was the rating agencies should be 
accountable like lawyers, like auditors — 

Mr. Capuano. I agree. 

Mr. Kroll. — like investment bankers — 

Mr. Capuano. But the courts — 

Mr. Kroll. — and not hide behind the First Amendment and not 
be accountable. 

Mr. Capuano. But the courts up until now have stated that the 
First Amendment protects them. 

Mr. Kroll. Yes. 

Mr. Capuano. So, therefore, the only way around it is to provide 
a different standard, and the different standard in Dodd-Frank is 
to say that they are now subject to a “knowingly or recklessly” 
standard, therefore opening the door. It does exactly what, I think, 
you suggest we should do. 



44 


Mr. Kroll. I think it is doing surgery instead of with a laser, 
doing surgery with a meat cleaver. I believe that the attempt to 
rectify the behavior can be done very simply and create the same 
standard, the same standard for rating agencies as every other pro- 
fessional in the financial marketplaces. That would solve the prob- 
lem. 

Mr. Capuano. I would suggest that you talk to your lawyers, be- 
cause I am pretty sure it is the same standard, “knowingly or reck- 
lessly,” that applies to everybody else. And if your lawyers, or any- 
one else, have a suggestion of how we could have done it surgically 
to get rid of — 

Mr. Kroll. I am a lawyer. 

Mr. Capuano. And how could we have circumvented a long- 
standing series of court decisions that has said that they are pro- 
tected by the First Amendment? 

Mr. Kroll. If you look at the recent ruling of the 2nd Circuit — 

Mr. Capuano. And I have. 

Mr. Kroll. — which was very favorable to the rating agencies, 
very favorable — 

Mr. Capuano. But not based on the “knowingly or recklessly” 
standard. It was a completely different approach, which I actually 
thought was a stupid approach. 

Mr. Kroll. Okay. If you are saying “knowingly and recklessly,” 
that is a separate issue. If you are talking about having an absolu- 
tion from general behavior and liability, that is what I am focusing 
on. I think under reckless behavior, anybody could be found liable, 
if that could be proven. 

Mr. Capuano. I would be interested to hear what your standard 
would be, because “knowingly or recklessly” — if you are a lawyer, 
you know this — has been a longstanding standard that has applied 
to virtually everybody. It is actually a relatively — it is a very com- 
mon standard. 

The First Amendment defense — I thought it was a very unique 
defense brought before the courts many years ago. It is surprising 
that the courts upheld it. And I would be interested to pursue with 
you or your lawyers at a later time any other way to do it, because 
I am not stuck on “knowingly or recklessly” here. I just couldn’t 
find one any other way. 

Mr. Kroll. It is really simple. There are standards that bankers, 
auditors, lawyers, and other people in the financial process system 
are susceptible to and they are liable for. 

There should be — the rating agencies wield enormous power. We 
see it every day. They are deciding on which countries should be 
upgraded or downgraded, including our own country. They are 
doing all sorts of things, and they are doing it in effect, without 
any legal responsibility. 

Mr. Capuano. They have responsibility now. And “knowingly or 
recklessly” is the standard that is applied to virtually everybody 
else. And if there is another standard, I would like to know what 
it is. 

Mr. Kroll. If you want me to keep going on this, I will. 

Mr. Capuano. Just tell me what standard it should be. 

Mr. Kroll. I just told you. The standard should be the level of 
liability that every other professional has in the securities process. 
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Mr. Capuano. As a lawyer, you know that is not a legal answer. 
That is a generic answer. What is the standard that other people 
have? And the answer for me is that it is “knowingly or recklessly.” 

Mr. Kroll. Staying with this point, for example, if you have an 
investment banker or an auditor or a lawyer who acts negligently, 
they are going to be liable, if you can prove that is the case. 

Mr. Capuano. Under the “knowingly or recklessly” standard? 

Mr. Kroll. If that is the case with a rating agency, good luck. 

Mr. Capuano. That is the new standard. I do wish you good luck. 
Thank you. 

Chairman Neugebauer. I thank the gentleman. 

Now the vice chairman, Mr. Fitzpatrick. 

Mr. Fitzpatrick. Thank you, Mr. Chairman. 

I want to thank all the witnesses for their testimony. This is very 
helpful. 

Mr. Rowan, the question I have for you relates to — in the written 
testimony of Mr. Gellert, he has proposed an initiative that would 
apply to all NRSROs that would require them to file an attestation 
on a quarterly basis, essentially reconfirming the ratings and opin- 
ions previously issued. 

He is doing that. I guess he believes it would provide confidence 
to the public that the rating agencies are standing by the ratings 
and their opinions. 

Is Moody’s prepared to file quarterly attestations? And would 
Moody’s stand by the ratings on an ongoing basis going forward? 

Mr. Rowan. Congressman, Moody’s on a regular basis reviews 
and maintains its credit opinions. Our willingness or capacity to 
sign an attestation on a quarterly basis is something that I can’t 
answer for you today. But I do know that we regularly review and 
monitor our ratings on all of the instruments that we have ratings 
on. 

Mr. Fitzpatrick. Mr. Rowan, how long have you been with 
Moody’s? 

Mr. Rowan. For about 15 years. 

Mr. Fitzpatrick. Fifteen years. So certainly, you remember 6 or 
7 years, ago Enron and WorldCom went bankrupt. Moody’s had 
rated both of those entities as investment grade 5 days before their 
filings for bankruptcy. 

Had Moody’s been standing by its ratings and filing quarterly 
updates, investors would have had better information about what 
was coming down the pike, would they have not? 

Mr. Rowan. I believe that Moody’s had continuously reviewed 
and monitored those ratings, and that as information becomes 
available, it is incorporated into the rating. And those ratings and 
the issues surrounding those events are fairly well documented. 
Congressman. I don’t know whether or not a quarterly attestation 
would have changed those ratings. 

Mr. Fitzpatrick. Mr. Gellert? 

Mr. Gellert. Thank you. Congressman. 

Rapid Ratings had Enron as a below investment grade credit in 
the mid 1990s. Re-rating things on a quarterly basis gives an accu- 
rate perspective of the credit quality as it chang:es. Companies do 
not maintain one single credit quality — or securities don’t maintain 
one single credit quality for decades at a time. 
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And one of the fundamental tenets of the traditional ratings 
process from the hig three is the concept of rating through the 
cycle. Rating through the cycle is essentially putting a rating on a 
security and having it he good for some period of time that is unde- 
fined and indefinite. 

The concept is that it is fine until we say otherwise. And the 
problem is, that has been proven to be incorrect over and over 
again. 

Mr. Kroll. Congressman, my former company ran Enron in 
bankruptcy for 4 years, and we studied every single fraudulent act 
in that company, going back historically because of all the legal li- 
abilities. 

James has a good idea. What we are doing with structured prod- 
ucts is something Moody’s and Standard & Poor’s failed to do, 
which was a key part of this crisis. They stopped doing something 
called surveillance in the structured products area. 

What does that mean? It means for years — for years — when we 
thought they were watching the ship, they weren’t. They were not 
conducting surveillance. 

Now James’ idea is worth thinking about, because it forces you 
to do that. We have committed to investors that we are going to 
provide surveillance every month, whether we get paid for it or not, 
through the life of the bond. 

I think rating agencies need to be held accountable and put on 
the record. That is a very interesting way to do it. 

Chairman Neugebauer. I thank the gentleman. 

Mr. Carney, you are recognized for 5 minutes. 

Mr. Carney. Thank you, Mr. Chairman. 

I really just have two basic questions. 

And one goes to something, Mr. Sharma, that you said in your 
remarks, referring to look-back reviews. And looking through your 
testimony, that is part of the action you have taken to ensure in- 
tegrity and independence. 

Could you tell me a little bit about what that means in that con- 
text? And then I would like to ask it in another context as well. 

Mr. Sharma. Congressman, as part of our number of actions that 
we had announced in early 2008 to make changes in the business, 
to improve our governance and checks and balances, including our 
analytical independence, one of the things we looked at was looking 
at people who would leave our organization to go to an issuer, and 
to then examine all the ratings that they may have been involved 
with, but when they were at our organization and conducting the 
ratings for an issuer with whom — 

Mr. Carney. So it is a look-back at personnel and where they 
move and — 

Mr. Sharma. And the ratings that they had performed. 

Mr. Carney. Right, right, right. 

Mr. Sharma. And now, that has become a part of the regulation. 
And we had adopted that, and we had announced that we would 
adopt that in 2008. 

Mr. Carney. So if you go the next section, “Actions taken to 
strengthen analytics,” it doesn’t use the term “look-back reviews.” 
But do you do look-back reviews? 
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You talk about creating an independent model validation group, 
which in some ways could be validating models that were used. Did 
you look back at some of the structured products that you had 
rated that fell apart, rated AAA and they turned out to be less 
than that, let us just say? 

Mr. Sharma. Congressman, like many other participants, we 
have also reflected on and learned from many lessons of this. But 
just as a context also, clearly, there were many lessons we learned 
out of the U.S. residential mortgage-backed securities. 

Mr. Carney. What would you mention as the most important of 
those lessons? 

Mr. Sharma. Part of it was sort of looking at our analytics and 
making sure some of our ratings are completely comparable, look- 
ing at the stress scenarios that we apply to them, and enhancing 
surveillance. We have always conducted surveillance, and we have 
enhanced them. We have strengthened our surveillance programs. 

Mr. Carney. When you say “surveillance,” what do you mean? 

Mr. Sharma. It is when the rating is — once it is new — rating is 
issued on new issuance, then we continue to monitor it. We get 
monthly reports on the servicers. We review it. We look at it. What 
we have now done is we have gone one level below. We are looking 
at the underlying collateral, etc., that makes up a structured secu- 
rity. 

So we have really expanded and enhanced our surveillance. But 
the surveillance program was always in place, that we would look 
at this on a quarterly basis — 

Mr. Carney. So you discovered through the surveillance process 
that you had rated securities that didn’t perform at AAA securi- 
ties? 

Mr. Sharma. We learned why the ratings sort of behaved the 
way they did, what were some of the things to learn and observe. 
Another aspect was information quality. We have now — not only 
have we done that, we are looking at the rating of different infor- 
mation that we receive based on the credibility of the source of the 
information. And so, we have started to apply that framework 
against it and it is also being introduced as part of the regulation. 

Mr. Carney. So changing gears a little bit as my time runs out, 
what does it mean to you — and I will ask the others as well — to 
stand behind your rating? 

Mr. Sharma. First of all, we are accountable. We are accountable 
to the regulators to make sure that what we do follows our process, 
policies, regulations as appropriate. 

Secondly, we are accountable through market scrutiny. And at 
the end of the day, it is our credibility and our reputation of our 
ratings. And the fact of the matter is, there are independent re- 
ports — for example, IMF recently came out and looked at the sov- 
ereign credit ratings and our performance in those sovereign rat- 
ings, and how it has performed over time. 

Mr. Carney. So Mr. Rowan, yourself — 

I apologize for interrupting, but my time is running out. 

How about Moody’s? 

Mr. Rowan. Mr. Congressman, the concept of credibility that Mr. 
Sharma just mentioned is an integral part of the business of a rat- 
ing agency. And putting the brand and franchise behind the rating 
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is important, and the users of ratings look to Moody’s longstanding 
track record of credibility and consistency of performance of our 
ratings in many areas outside of residential mortgage-backed secu- 
rities. 

Mr. Carney. So we had a big discussion earlier, and you were 
all here, about 939G in the liability section. What is your view of 
that provision? 

Mr. Rowan. Congressman, I am not a lawyer. 

Mr. Carney. Okay. So we will go Mr. Sharma, then, if you can’t 
answer. 

Mr. Sharma. Congressman, do you mean 436G or — 

Mr. Carney. Section 939G, as I understand it, is the section that 
imposes the provision for a stricter liability standard. 

Mr. Sharma. Oh. Sorry. Yes. 

As I mentioned, we are accountable, and we recognize that Dodd- 
Frank Act changes the pleading standard, which is actually unique 
to rating agencies, unlike any other market participants, that the 
pleading standard has now been changed on us. 

But otherwise, we are sued. We are sued. And cases have been 
filed on us and on other laws that are on the books. 

Mr. Carney. So does anybody — Mr. Smith, I think I heard you 
articulate a different view of that? 

Mr. Smith. We believe that in our review of the credit rating 
agency line in case law, the ranking member is correct that the 
standard that has been imposed by Dodd-Frank is exactly the 
standard that is imposed on every other participant in the financial 
markets — certainly, the lawyers, the accountants — a knowing and 
reckless standard. 

It is not a negligence standard. It is a knowing and reckless 
standard, and it is one that makes them realize that what they 
have done is wrong or that they were so reckless in their disregard 
for whether it was wrong that they should be held accountable for 
it. 

I think that is the correct standard, and it is a standard that ap- 
plies across-the-board. 

Mr. Carney. Thank you, Mr. Smith. 

And I thank the Chair for the extra time. 

Chairman Neugebauer. I thank the gentleman. 

And now the chairman of the Capital Markets Subcommittee, the 
gentleman from New Jersey, Mr. Garrett. 

Mr. Garrett. I thank you. And I thank the panel. 

So the panel probably heard the earlier panel, some of the ques- 
tions with regard to the larger issue that is affecting this country 
right now, and that is the debt limit. And so, there are certain 
questions there. 

I will start with Mr. Sharma. Could you comment on the evalua- 
tion of the potential for a downgrade on the President’s position or 
his solution to the problem as whether we will still get a down- 
grade? 

Mr. Sharma. Congressman, the way our sovereign analysts look 
at it is they look at five variables to sort of assess the creditworthi- 
ness of this commercial debt of a sovereign. They look at the fiscal 
aspect. They look at the monetary. They look at the economic 
strength of the country, as well as look at the liquidity and fund- 
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ing, and then, of course, the political institutions that formulate 
the policy and — 

Mr. Garrett. And so one of those five — I only have so much 
time. I realize the five-point analysis, and one of those points of the 
analysis is what structural changes that the Congress is going to 
pass. So were you able to look at what the President has presented 
and he able to give an evaluation on that, whether that is suffi- 
cient? 

Mr. Sharma. What we have said is our analysts have said that 
there has to be a credible plan to reduce the debt burden, as well 
as reduce the deficit levels. 

Mr. Garrett. I understand. So I serve on the Budget Committee, 
and there is now that infamous statement from CBO where they 
said, “We do not evaluate speeches.” 

Is there something that you were able to evaluate with regard 
to the Administration as to whether their plan is credible? Do they 
have a plan that you are able to look at? 

Mr. Sharma. Congressman, there have been a number of plans 
that have been announced by the Administration — 

Mr. Garrett. Have you been able to look at them? 

Mr. Sharma. — and we think some of the plans to reduce debt 
levels could bring the U.S. debt burden, as well as the deficit lev- 
els, in the range of a threshold for a AAA rating. And so we have 
analyzed it, but we are waiting to see what the final proposal is 
for a sovereign analyst to really analyze it more thoroughly and 
then to opine on it. 

Mr. Garrett. So the story is — at least one of the stories out 
there is, with regard to the Reid plan, that it would be a better 
plan to ensure that we would not get a downgrade according to 
some of the rating agencies. Is that story true, that it is one that 
would aid better or is one that is satisfactory? 

And I say that partially with regard to your own analysis of July 
14th that says what we really need to have here in order to avoid 
a downgrade is a $4 trillion structural change. As far as I know, 
the Reid plan does not reach that level. So would that be satisfac- 
tory? 

Mr. Sharma. Congressman, I think we were misquoted. We do 
not comment on any specific plan or the political choices or policy 
choices being made. We are just commenting on what is the level 
of debt burden, what is the level of deficit that must meet the 
threshold to retain its AAA. 

Mr. Garrett. Okay. 

Mr. Sharma. And since there was a $4 trillion number put for- 
ward by a number of Congressmen, as well as by the Administra- 
tion, our analyst was just commenting on those proposals, that that 
would bring the threshold within the range of what a AAA-rated 
sovereign debt would require. 

Mr. Garrett. So watching my time, first, is something under 
that then potential still be able to maintain a AAA rating? 

Mr. Sharma. Congressman, I would leave that to our analysts to 
determine that. And it is a decision that is made by the ratings 
committee and by our sovereign analyst. We have criteria on 
sovereigns that we have published. We have thresholds that are 
out in the public domain. 
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Mr. Garrett. I know the original plans, the so-called grand plan 
was in the $4 trillion size. The Reid plan is substantially under 
that, $1.5 trillion or so under that. So you have not made any other 
pronouncements since the July 14th letter analysis saying that 
whereas $4 trillion would be satisfactory, we have seen these other 
potential plans out there, and they would or not — ^you have not pro- 
duced any other documents in that regard. Is that correct? 

Mr. Sharma. No, Congressman, we have not. We are waiting for 
the plans to come. 

Mr. Garrett. Does Moody’s want to chime in on this? 

Mr. Rowan. Congressman, I am not a rating analyst. But 
Moody’s has placed the rating for the U.S. Government under re- 
view for possible downgrade — 

Mr. Garrett. Yes. 

Mr. Rowan. — looking at two dimensions: one, the short-term 
risk of a disruption; and two, the longer-term issue of the level of 
debt in relation to the overall economy. 

Mr. Garrett. Right. And I know you are not the analyst there, 
so do the plans that we have seen either from the White House, 
which are — I haven’t seen anything on paper — or from Reid, which 
is more specific, which come under the $4 trillion level, do they sat- 
isfy those criteria? 

Mr. Rowan. To my knowledge, Moody’s has not published any- 
thing in regard to specific policy issues or the specific parameters 
that the rating committee will consider for the review action. 

Mr. Garrett. Okay. 

Mr. Kroll, do you want to chime in? 

Mr. Kroll. I don’t think rating agencies have the wherewithal, 
the intellectual range, the experience to be doing ratings on — 

Mr. Garrett. Sovereigns? 

Mr. Kroll. — 100 countries around the world. I question whether 
this is the job of a private sector entity to be looking at the United 
States Government or, frankly, any other government and reaching 
decisions on their levels of creditworthiness. 

And what we have seen throughout history is a constant activity 
of being a day late and a dollar short and running around in front 
of the parade. 

So is this new news? What makes these organizations — we are 
not qualified to do this. We are too small. But I question concep- 
tually whether private enterprise should be in this business for 
pay. 

Mr. Garrett. I thank you. 

I think my time is up. 

Chairman Neugebauer. I thank the gentleman. 

And now the gentleman from Texas, Mr. Canseco, for 5 minutes. 

Mr. Canseco. Thank you, Mr. Chairman. 

Mr. Sharma, do you believe that the amount of debt held by the 
United States poses a systemic risk to our economy? 

Mr. Sharma. Our sovereign analysts in the publication have 
highlighted that the debt burdens and the growth rate of the debt 
burdens is something that does need to be addressed for us to con- 
tinue to assess the creditworthiness of the sovereign commercial 
debt at AAA levels. 
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Mr. Canseco. In the political discourse that we are seeing today, 
do you think that it is the joh of a credit agency to get involved 
in trying to make a decision one way or the other on a political 
basis? Do you think that is interference on the part of the credit 
rating agencies to be stepping in at this stage and making an as- 
sessment? 

Mr. Sharma. Congressman, sovereign debt is a large asset class 
that many investors around the world invest in. And our role is to 
really provide an independent view and a future forward-looking 
view for the investors as to what the risk levels are for those assets 
that they invest in. 

And that is what we are doing today. We are really for the ben- 
efit of investors giving them a perspective and a point of view that 
says what do we believe, whether the risks are rising for any sov- 
ereign, whether it is here or Europe or anywhere else. We are 
doing the same that we do in any other part of the world, that we 
are speaking to the risk that the investors invest in. 

And this is a large asset class that investors invest in, and they 
are the ones who determine what to pay for those risks. 

Mr. Canseco. Do you honestly believe that the United States 
could default on its debt? 

Mr. Sharma. Our analysts don’t believe they would. And by the 
way, changing a rating doesn’t mean it would default. AAA, all it 
means is that it is a low probability, a very low probability of a de- 
fault. That is all it means. And if you change a rating, it means 
that the risk levels have gone up. It doesn’t mean it is going to de- 
fault. If you believe that, they would change it to a default status. 

Mr. Canseco. Thank you. 

Mr. Gellert, is there information to which Moody’s and S&P have 
access that your firm cannot access? 

Mr. Gellert. A significant amount, actually. And in addition, 
there is a lot of information that they have that even NRSROs like 
Kroll Bond Ratings can’t access. I think it is 17(g)(5) that is the 
rule that created last year, or in late 2009, an ability for — in struc- 
tured products for data that is being used by a paid-for rating to 
be shared and accessed by another NRSRO for an unsolicited rat- 
ing. 

As a non-NRSRO, we don’t have access to any of that. As an 
NRSRO, what Mr. Kroll would not necessarily have is access to 
things like the underlying data that goes into a collateralized loan 
obligation (CLO) security. CLOs are very, very closed. They are not 
covered in the asset-backed securities that are really covered under 
17(g)(5). And in fact, the SEC doesn’t have purview over the loans 
themselves, the underlying collateral for those types of securities. 

So there is a whole world of information that none of us have ac- 
cess to that really would open up the space to competition, as well 
as providing the investor community information that they directly 
could use, if that information was available to them. 

Mr. Canseco. Thank you. 

Mr. Kroll, would your answer be the same or different? 

Mr. Kroll. As an NRSRO, which is one of the reasons we be- 
came an NRSRO, we do have access to most of the information. So, 
for example, we have just in the last 30 days rated 3, and in 2 
weeks it will be 5, commercial mortgage-backed deals. We are privy 
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to the same information that the oligopoly gets, if they are on those 
deals. 

Mr. Canseco. Okay. 

Mr. Gellert, were you disappointed or pleased with the provisions 
of Dodd-Frank related to credit rating agencies? 

Mr. Gellert. I think by and large, I was disappointed with 
them. I think the idea behind Dodd-Frank, in my understanding, 
was to, vis-a-vis rating agencies, was to create transparency, create 
accountability, increase competition. 

In fact, I think what happened was a lot of punitive, directed ini- 
tiatives towards the big three with unintended consequences that 
hurt the variety of us who would consider being NRSROs or even 
those firms that are NRSROs. 

Ultimately, innovation and competition in this space is what is 
going to evolve it, and I don’t think Dodd-Frank as a whole really 
helps contribute to that mission. 

Mr. Canseco. As a non-NRSRO player in an entrenched field, 
what is the biggest challenge your firm faces? 

Mr. Gellert. I think there is still a certain amount of or a de- 
cent number of institutional investors that are paying attention to 
the NRSROs before they will pay attention to a non-NRSRO, in 
part because of the infrastructure in the regulatory environment 
that continues, although it may be evolving, but continues to sup- 
port them. 

For us, we don’t mind the hard work. We are in this for the long 
term and we are in this to grow our business. And doing the hard 
work and explaining our ratings to a variety of potential and cur- 
rent users is very much a part of what we do, but we are trying. 

This example of the quarterly ratings affirmation, we believe 
even as a non-NRSRO, we are leading the field in best practices 
in certain areas and will continue to try to do that. So we are pre- 
pared to compete, but obviously it becomes harder with certain 
folks, given the entrenchment. 

Mr. Canseco. Thank you. 

I see that I am out of time, Mr. Chairman, so thanks very much. 

Chairman Neugebauer. In consultation with the ranking mem- 
ber, we are going to provide members another round of questions. 
And so, I will start that. 

Mr. Sharma, in the last 6 or 7 months, have you had conversa- 
tions with Secretary Geithner about the ratings of U.S. sovereign 
debt? 

Mr. Sharma. Mr. Chairman, like we do for all entities that issue 
debt, we meet with the management, in this case the Treasury is 
the management for us, and so our sovereign teams have had ongo- 
ing dialogue. And we do this with not only with the sovereign gov- 
ernments around the world. We do that with companies. We meet 
them regularly and sometimes hourly when they have new updates 
to information. 

So our sovereign team has been meeting and discussing and 
dialoguing with the Treasury, as well as other parts of the Admin- 
istration and some Members of Congress to just better understand 
what the situation is, what policies are being formulated, how cred- 
ible would those plans be in that to be put into place. So they have 
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been having a regular ongoing dialogue in the spirit of getting bet- 
ter understanding. 

Chairman Neugebauer. So let me re-state my question. Have 
you and Secretary Geithner had a conversation about the rating of 
U.S. sovereign debt? 

Mr. Sharma. No, Mr. Chairman. I have not had any direct con- 
versation with Secretary Geithner. 

Chairman Neugebauer. Yes, and so what about — I know this 
sovereign debt thing is not just a U.S. issue right now, but it is a 
global issue, particularly in the European Union and the European 
Central Bank. Have those entities been having ongoing dialogue on 
how you might be rating their debt in the same respect? 

Mr. Sharma. Congressman, first of all, our sovereign analysts 
meet with the central banks, with finance ministries. Treasuries 
and other policymakers around the world on a regular basis. We 
rate about 126 countries, and we have over 100 analysts in sov- 
ereign. So they are really meeting with all the people around the 
world all the time. 

And from time to time, yes, I do in my role meet with central 
banks as well as finance ministry and Treasuries around the world 
to just exchange views, but not on their ratings per se. 

Chairman Neugebauer. And so, here is the question. What 
about countries that can monetize their own debt, like the United 
States and some other countries? Would a country that can print 
money get a higher credit rating than a country that doesn’t have 
that ability available to it? 

Mr. Sharma. Yes. In our criteria, we explicitly say that countries 
that can have their own currency, and in this case U.S. is a global 
reserve currency, so it does get a lift. I am not exactly sure how 
much lift, but yes, they do get a lift. 

Chairman Neugebauer. Yes. It would be interesting, I think, for 
me at least and maybe some of my Members to know what the lift 
is for countries that can print money. 

Mr. Sharma. Sure. I think we may have published it, and we will 
make efforts to get it to you. 

Chairman Neugebauer. Another question here is when you are 
looking at the potential — what a rating is is the potential or what 
you think the risk of default is. What percentage of a country’s gov- 
ernment expenditures attributed to interest would begin to cause 
you to enhance the potential for default? 

In other words, some countries, their interest is 5 percent, 10 
percent. Some countries are 25 percent interest. At some point in 
time, it is squeezing out the amount of government expenditures 
and forcing either additional taxes or — but would the interest carry 
be a factor that you would — 

Mr. Sharma. It is. And cost of debt servicing is an important fac- 
tor, as is the total debt level, as is the deficit, as is the economic 
growth prospects, because they all influence the trajectory of the 
growth of the debt levels for the country. 

So clearly, we have thresholds for each rating category against 
many indicators that we look at. At this point in time, I don’t know 
explicitly what that threshold is for a AAA for the debt servicing, 
but we can look at our published documents to see if it is in there 
and then can send it to you. 
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Chairman Neugebauer. Last point, in a country that the debt 
levels are increasing, in other words, the interest carry is increas- 
ing at a faster level than the GDP, the growth in the economy, 
what is the pathway for that country? 

Mr. Sharma. It all is a function of that, plus it is a function of — 
the total debt level is a function of the debt deficit. It is a function 
of the economic growth, and then, of course, of what steps are going 
to be taken to address all these things. So you can change the tra- 
jectory by using a number of other variables. 

And then, as you mentioned, the dollar as a global reserve cur- 
rency also brings some benefits also to the creditworthiness. 

Chairman Neugebauer. Would you say this is a fair assumption 
that the comments you made recently about U.S. debt was not 
whether we were going to default or not, but whether we were 
going to actually address the massive deficits that this country is 
running? 

Mr. Sharma. Mr. Chairman, that is it exactly. The more impor- 
tant issue is really the long-term growth rate of the debt as it is 
driven by the debt burden, as well as the deficit. That is the more 
important issue at hand. And to your point, that is the more impor- 
tant issue. 

Chairman Neugebauer. I thank you. My time has expired. 

Ranking Member Capuano? 

Mr. Capuano. Thanks, Mr. Chairman. 

Mr. Chairman, I just want to point out that I have the 
Bloomberg News report on the 2nd Circuit opinion. It deals with 
underwriters. Apparently, Moody’s and Standard & Poor’s and oth- 
ers were sued as underwriters. 

I can’t imagine why they would sue you as underwriters. No one, 
other than probably this plaintiff, would have considered you to be 
underwriters. You are in the business of making thoughtful, profes- 
sional opinions, not underwriting. 

I guess the plaintiffs made no other legal claim. So I am glad you 
won the case because I wouldn’t want to get into this mess. But 
that has nothing to do with other cases that may come. 

Mr. Smith, I wanted to pursue another area. And I am not sure 
whether Colorado PERA is considered in the class as a muni type 
of bond. Are you in that category? 

Mr. Smith. As far as an issuer? 

Mr. Capuano. Yes. 

Mr. Smith. No, sir. 

Mr. Capuano. No, so you don’t get tax-exempt status? 

Mr. Smith. No, we do not issue bonds. We are a pension fund 
that acquires assets, pays benefits, but we are not a part of the 
State. We are an arm of the State, but we are not a part of the 
State for purposes of issuing debt. 

Mr. Capuano. Okay. I appreciate that. I wanted to ask because 
I want to find — look, guys, I have been chasing the credit rating 
agencies for years, before this problem. 

And it really had to do with because I am a former mayor, and 
I was kind of giving you a little bit of taste of what I got from my 
9 years as mayor. I didn’t like it. 
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As Mr. Carney said earlier, when you guys came in the door, I 
had to jump through hoops that were ridiculous to get ratings that 
were below what I deserved. 

And then, when I got here, I realized that I did get ratings below 
what I deserved, because my risk of default, which is really the 
only basis for which I thought anybody worked, was significantly 
in a different standard. 

Dodd-Frank was supposed to address some of these things, and 
I guess I would like to pursue as to whether it has. 

In the last couple of years — I have the numbers before me, but 
they are up until 2008; I have not updated them — ^but prior to 
2008, the historic ratings of all rating categories, all of them, AAA 
down to noninvestment grade, munis by Moody’s standards were 97 
percent times less likely to default than corporate bonds, yet were 
rated lower. By S&P’s standard, they were 45 times less likely to 
default, yet rated lower. 

Have you changed your ways? Are you now rating municipal and 
other governmental agencies as if they were corporations, again, 
based on one thing and only one thing, which is the risk of default? 

Mr. Sharma? 

Mr. Sharma. We have always had one scale, a consistent scale, 
that we have tried to adopt across all our asset classes. And, as a 
result, you will see we have been — our municipal ratings are gen- 
erally higher than the corporates, of course, and other types of in- 
stitutions, financial institutions. 

And we have now even made vigorous attempts to really make 
our ratings very comparable, whether it is munis or corporates or 
whether it is financial institutions, whether it is in the United 
States or it is in Europe. 

So we are striving toward getting comparability of our ratings 
across all asset classes, across all geographies. 

Mr. Capuano. So, the reason I ask, because in 2008 — again, not 
updated, but I know it has changed a little bit, but my guess is — 
let me ask a basic question, are you aware that munis have de- 
faulted at any higher rate than corporate bonds? 

Mr. Sharma. I don’t have that data exactly, but, as I mentioned, 
we are aiming to get comparability of our ratings across all asset 
classes and geographies. 

Mr. Capuano. That would mean, basically, that you would now 
start rating what was once rated in 2008 as maybe a BA or BB, 
up to a AAA. They had approximately the same default rate as a 
AAA corporate bond. 

And I would argue that since default rates are really the only 
thing that matters in the final analysis, because, again, am I wrong 
to think that the only thing that matters is the likelihood of getting 
repaid? 

And if that is the only thing that matters, you should, based on 
historic data, absent individual items, that munis should be 
rated — BBA munis should be rated AAA. So are you telling me you 
have addressed that issue and that now that all munis are ad- 
dressed comparable to corporates? 

Mr. Sharma. We are working toward it. We are recalibrating. We 
have, in fact, recalibrated our criteria across many areas, including 
structured finance, sovereigns, governments, and we have been also 
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recalibrating our criteria on municipals, with the aim and objective 
to sort of have comparability of ratings and across all our sectors, 
across all asset classes and geographies, but this is forward-look- 
ing— 

Mr. Capuano. Mr. Rowan, has Moody’s made some progress on 
this as well? 

Mr. Rowan. Yes, Mr. Congressman, I am aware that since 2008, 
Moody’s has recalibrated, formally recalibrated, all of the U.S. pub- 
lic finance ratings to move them on to a scale that is comparable 
to corporate ratings, financial institutions — 

Mr. Capuano. Based on historic default rates? 

Mr. Rowan. There was a research piece and a lot of analysis 
around that recalibration that I can make sure is provided to you 
and your staff. 

Mr. Capuano. My staff will be in touch with both of you to try 
to catch up on some of the data. 

Mr. Gellert, do you do governmental issues? I don’t know wheth- 
er you do or not. 

Mr. Gellert. We do not. But I would point out, and I am not 
sure the data that you are referring to, but I will point out, of 
course, a lot of the municipal issuants were insured, so you defi- 
nitely have a skewing of default stats and statistics and ratings — 

Mr. Capuano. Actually, these are based on noninsured. 

Mr. Gellert. Okay, fine. 

Mr. Capuano. And that was my basic argument, that I believed 
then that munis were being chased into insurance that they didn’t 
need. 

Mr. Gellert. I was just clarifying. 

Mr. Capuano. Mr. Kroll, do you do munis? 

Mr. Kroll. Yes. 

Mr. Capuano. Do you — 

Mr. Kroll. We are releasing a — 

Mr. Capuano. Oh, your microphone, please. 

Mr. Kroll. We are releasing — ^yes, we do munis. We are just 
starting. We will release a study in September, taking the 200 
most liquid muni issues. Many involve States. Some involve cities. 
And we are looking at the actual financials, so we will not be using 
dated information, and sometimes a year, year and a half dated, 
to come up with our ratings of those. So stay tuned for September. 

Mr. Capuano. I am looking forward to it. 

Thank you all very much. I appreciate it. 

Chairman Neugebauer. I thank the gentleman. 

And, now, the vice chairman, Mr. Fitzpatrick. 

Mr. Fitzpatrick. Mr. Sharma, I want to follow up on the line of 
questions of the chairman earlier. 

In a letter sent to this subcommittee dated June the 13th, Sec- 
retary Geithner acknowledged that he, along with Deputy Sec- 
retary Wolin, 0MB Director Lew, and a representative of the Vice 
President’s office, met with S&P personnel on April 13th, an actual 
meeting. 

Are you aware of what was discussed at that meeting? 

Mr. Sharma. Congressman, no, I am not. I know our team, as 
mentioned, regularly meets with them as part of the process on try- 
ing to get a better understanding, and they met with the Treasury. 
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I wasn’t even aware that they met with the members that you just 
said, but I know they had a meeting. They met with them. 

I am not privy to people they meet, once they are in the ratings 
process. 

Mr. Fitzpatrick. According to documents obtained by this com- 
mittee, 2 days after that meeting, on April 15th, David Beers 
reached out to Under Secretary Goldstein to let Treasury know the 
rating committee’s outcome. 

Do you know what was discussed on that call? 

Mr. Sharma. No, Congressman, I don’t. Normally, the process 
would be once the ratings committee makes a decision, we write up 
the decision. We also inform the issuer of the rating action, if there 
is a change or if there is an affirmation. And if there is any publi- 
cation that we are going to do, we do share it with them also. 

Mr. Fitzpatrick. So you would have informed the issuer before 
the public would find out what the — 

Mr. Sharma. We let them know that we would be taking a rating 
action, yes. 

Mr. Fitzpatrick. Shortly after that call, Mary Miller of Treasury 
reached out to David Beers of S&P for a draft press release on the 
outlook change. This was 3 days before the actual press release oc- 
curred. 

What would be the purpose of sharing a draft press release with 
the issuer? 

Mr. Sharma. It is to give the issuer a chance. If there are any 
factual errors or anything else in the press release, then there is 
an opportunity to correct that, so that we want to give the public 
a completely error-free information. And so, that is the opportunity 
for them. 

Mr. Fitzpatrick. And that is standard practice? 

Mr. Sharma. That is standard operating procedure, yes. 

Mr. Fitzpatrick. Do you know whether or not the Department 
made any substantive changes to the press release? 

Mr. Sharma. Congressman, I don’t know that. 

Mr. Fitzpatrick. The next day, which was 2 days before the ac- 
tual press release, another Treasury official reached out to John 
Chambers and asked if there is a communications director that 
Treasury’s press people can connect with. And it appears that a 
call actually did take place. 

Do you know what happened on that call, what might have been 
discussed? 

Mr. Sharma. I don’t know specifically, but generally, there is — 
they may have wanted to coordinate as to when we will be releas- 
ing our information so they can plan their own releases of informa- 
tion that they may have intended to do so. 

And that is a normal process that even a corporation that we 
rate, where if we are going to announce a rating action, which they 
believe is material, then they may want to coordinate with their 
own communications group as to what they may want to say to the 
public along the timelines of when we will say. 

Mr. Fitzpatrick. But you don’t know what occurred on the tele- 
phone call? 

Mr. Sharma. No, I don’t. 
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Mr. Fitzpatrick. And you don’t know whether or not Treasury 
asked for any substantive changes to the draft press release in the 
days before it was issued? 

Mr. Sharma. As I said, the purpose of sharing the draft release 
is only if there is a factual error. Once a rating committee decision 
is made, we proceed along those lines. 

Mr. Fitzpatrick. And you believe that is an appropriate process? 

Mr. Sharma. We believe that is an appropriate process, because 
it allows elimination of any errors that may occur by mistake or 
by any other reason. But once the rating action is done, we follow 
the process, and we follow it very rigorously within our organiza- 
tion. 

Mr. Fitzpatrick. Mr. Chairman, I would just ask that the Sec- 
retary’s letter dated June 13th and the attachments be made a 
part of the hearing record. 

Chairman Neugebauer. Without objection, it is so ordered. 

Mr. Capuano. Mr. Chairman, if the gentleman would yield for a 
minute? 

Mr. Fitzpatrick. Yes. 

Mr. Capuano. Thank you. 

Mr. Sharma, again, I want to be clear. As I said, as a former 
mayor, I got phone calls from your agency before you came out with 
a rating. It is common throughout everything you do. Is that a fair 
statement? 

Mr. Sharma. Just to be — 

Mr. Capuano. Every rating you do, you give the individual being 
rated an opportunity to correct factual disagreements? 

Mr. Sharma. Yes. 

Mr. Capuano. Mr. Rowan, does your company do the same 
thing? 

Mr. Rowan. Our company has the same policy. Congressman, for 
the same purpose, to ensure that there isn’t a material 
misstatement of fact or inadvertent disclosure. 

Mr. Capuano. I know you do, because Moody’s called me, too. 

Mr. Gellert, again, you are a little different, in that you don’t do 
public stuff, but do you do something similar? 

Mr. Gellert. We have absolutely no contact with issuers at all. 

Mr. Capuano. Because you don’t make public statements of any 
kind, then? 

Mr. Gellert. That is correct. 

Mr. Capuano. That is what I thought. 

Mr. Kroll, on your public aspects? 

Mr. Kroll. On the issuer-paid side of our business, because we 
also have a subscription business — 

Mr. Capuano. Yes. 

Mr. Kroll. — on the issuer-paid, which has done our first five 
transactions, we do the same thing. But it is only about correcting 
any factual error that we may have. 

Mr. Capuano. So it is a standard practice in the industry? 

Mr. Kroll. Correct. 

Mr. Capuano. Thank you. 

Chairman Neugebauer. I want to thank this panel. This has 
been a very good hearing. And we appreciate your time and your 
thoughtful testimony. 
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The Chair notes that some members may have additional ques- 
tions for this panel which they may wish to submit in writing. 
Without objection, the hearing record will remain open for 30 days 
for members to submit written questions to these witnesses and to 
place their responses in the record. 

If there is no further business, this hearing is adjourned. 

[Whereupon, at 1:02 p.m., the hearing was adjourned.] 
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Opening Statement 
Chairman Randy Neugebauer 
Oversight & Investigations Subcommittee 

"Oversight of the Credit Rating Agencies Post-Dodd-Frank” 

)uly 27, 2011 


Today, the Subcommittee meets to discuss the state of the credit rating 
industry for the first time since the passage of the Dodd-Frank Act. This 
hearing will highlight another failure of Dodd-Frank to provide coherent 
and meaningful reforms to get our economy back on track. 

Just as Dodd-Frank perpetuates 'Too Big to Fail’ - a fact acknowledged 
and affirmed by Moody’s, S&P and Fitch through ratings enhancements 
for systemic firms- the Act perpetuates the market share stranglehold of 
the big 3 credit rating agencies by erecting new barriers to entry. 1 am 
concerned that many of the new rules could potentially reverse much of 
the progress achieved by the Credit Rating Agency Reform Act of 2006 - 
legislation drafted by my good friend from Bucks County, PA Mr. 
Fitzpatrick. 

Many of the new Dodd-Frank rules are a dream for the entrenched 
raters - in fact you will hear about their support today. The more 
stringent regulations such as enhanced internal controls, conflicts of 
interest rules, and training requirements will raise the cost of providing 
ratings, which in turn will discourage new competitors and new 
entrants. 

The prescriptive rules on ratings methodologies will result in more 
standardized and homogenous ratings, which will discourage 
innovation. This coupled with the liability provisions, which will 
increase legal risk for credit rating agencies that stray from the narrow 
standards, will further discourage new business models, new ideas and 
new methodologies. The result will be the perpetuation and 
entrenchment of the government-sponsored oligopoly of Moody’s, S&P 
and Fitch. 

Dodd-Frank also has incoherent and conflicting goals related to the 
"Nationally Recognized Statistical Rating Organization” (NRSRO) 
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designation process. On one hand, as stated earlier the bill retains the 
NRSRO structure and allows the SEC to limit competition by anointing 
only certain firms as NRSROs. On the other hand, the bill seems to 
eliminate the need for the NRSRO category by instructing agencies to 
remove references to ratings in federal law. Under the latter approach - 
which I strongly support - market forces can be brought to bear, the 
NRSRO structure could be phased out over time, and investors could 
choose from a wider array of sources to judge the health of their bond 
portfolios. This could be the light at the end of the tunnel for the credit 
rating industry. 

The removal of credit rating references in statute has overwhelming 
bipartisan support and I plan to work with Chairman Bachus and 
Chairman Garrett to hold all of the agencies accountable for hitting the 
statutory objectives of these provisions. It is also worth noting that 
Secretary Geithner, as Chair of the FSOC, has a statutory duty to 
facilitate coordination on all interagency rulemakings, including Section 
939A of Dodd-Frank. Yet, since the enactment of Dodd-Frank, there 
appears to be serious deficiencies in rulemaking coordination and I am 
concerned that Section 939A is just another example of FSOC's failure to 
lead. 

We asked the Department to provide a witness to discuss this role and 
they declined the invitation for the second hearing in a row; thus 
demonstrating their unwillingness to lead. I want to stress that without 
strong leadership from the Chairman of FSOC, regulatory incoherence 
and overlap will continue to dampen the recovery of the U.S. economy. 

I thank the witnesses for being here today and I look forward to a 
robust discussion of the rating industry. 

### 
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On behalf of Rapid Ratings' employees and shareholders, 1 would like to thank Chairman 
Neugebauer, Ranking Member Capuano and members of the Subcommittee for asking me to 
submit testimony for the hearing titled Oversight of the Credit Rating Agencies Post Dodd-Frank 
before the United States House of Representatives' Committee on Financial Services, 
Subcommittee on Oversight and Investigations. 

As we arrive at the one year anniversary of the Dodd-Frank Wall Street Reform and Consumer 
Protection Act (Dodd-Frank) we continue to face essentially the same ratings landscape as one 
year ago. The Big Three ratings firms, S&P, Moody's and Fitch, have had banner years given 
record bond issuance for most of the year and their influence is undiminished, competitor 
NRSROs have even more challenges than ever before, and non-NRSRO rating agencies, like 
Rapid Ratings, watch the disincentives to an NRSRO application mount ever higher. 

Dodd-Frank and the Securities and Exchange Commission's (SEC) implementing regulations, 
which are currently out for comment, are a combination of positive, negative and worrisome 
initiatives. Dodd-Frank does not do much to truly foster competition in the market, and 
depending on how the SEC decides to implement its new oversight responsibilities, may even 
directly hinder it. Moreover, we know Dodd-Frank adds significantly to costs for smaller 
NRSROs in terms of legal, administrative and compliance expenses, board compensation, 
insurance costs, and more. 

Dodd-Frank has some positive elements for effective change in this industry, but it also gets 
bogged down in window dressing that ultimately does little except apply a disproportionate 
burden on the small NRSROs while providing little more than an administrative hassle to the Big 
Three. Dodd-Frank is right to reduce references to NRSROs in federal regulations. But, it is 
drifting down a slippery slope in increasing liability standards for CRAs. In an effort to 
determine accuracy in ratings and oversight of methodology, Dodd-Frank risks actually 
homogenizing ratings, increasing systemic risk and putting competitors' intellectual property at 
risk. In the following pages we detail many of the sections within Dodd-Frank and highlight 
what we consider good, bad and neutral in the new rules. 

There is no silver bullet to change this industry. Use of NRSROs is too embedded in workflow 
practices of the investment community and in not Just federal regulations but is prevalent in 
state regulations, private contracts, bank pricing grids, pension parameters, internal risk 
guidelines of institutional investors and on and on. But change can happen with effort, like 
whale oil to petroleum, horses to cars, typewriters to computers and mail to email, innovation 
comes to markets that are not artificially protected and supported. New ideas, methodologies, 
ambitious teams of people, capital, hard work, and time, will ultimately prevail. It is incumbent 
upon legislators and regulators to help, not unintentionally hinder, this evolution. 
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Background 

Rapid Ratings is a subscriber-paid firm. We utilize a proprietary, software-based system to rate 
the financial health of thousands of public and private companies and financial institutions 
quarterly. We use only financial statements, no market inputs, no analysts, and have no 
contact in the rating process with issuers, bankers or advisors. Our ratings have an impressive 
record for far outperforming the traditional issuer-paid rating agencies in innumerable cases 
and also generally outperforming the prevalent market-based default probability models. 

We rate companies irrespective of whether they are bond issuers. We also do not distinguish 
between those companies that are issuing new securities versus those who have securities 
outstanding. Unlike the Big Three, we are focused on providing ratings that are updated 
quarterly and provide the highest accuracy, breadth of coverage and speed to market to reflect 
the changing financial health profile of firms we rate. The Big Three are naturally focused on 
primary issuance, where they traditionally get paid the majority of their fees, and risk 
surveillance of ratings already issued is a secondary focus. This is one of the great failings of the 
incumbent system and a perfect example of where a new player employing an innovative 
methodology can provide great value relative to the status quo. 

Much has been made of the ratings industry problems; conflicts of interest, inaccurate ratings, 
lack of proper oversight, unchecked growth, fight for market share, overreliance on NRSRO 
ratings, lack of competition in the market to challenge the “Big Three" (S&P, Moody's and 
Fitch), and the list goes on. 

Dodd-Frank is supposed to curb conflicts of interest, reduce the risks inherent in the current 
ratings industry market structure, add transparency, force compliance, instill accountability, 
promote ratings accuracy, lower investor reliance, evolve the structured products ratings 
process and foster competition in the ratings industry. 

US legislative and regulatory attention to the ratings industry is concentrated on the NRSRO 
designation and therefore the 10 players that currently carry that status. Since my business 
partners and I acquired Rapid Ratings and moved the business from Australia to the US in 2007, 
we've taken the view that having an NRSRO registration was undesirable given the dramatically 
changing environment for NRSROs. Little has changed my view over the past few years of SEC 
and Congressional activity. Why take a young, hungry competitor in the ratings space and 
subject it to ail manner of change, increased scrutiny, costs, liabilities, uncertainties and a 
playing field that changes, then changes again, and so on? 

My background, prior to the acquisition, was not in the ratings business, i was a debt capital 
markets officer for large banks, a technology entrepreneur and a boutique investment banker 
for small to mid-sized enterprises. I had extensive interactions with the rating agencies, 
particularly the big three NRSROs. I saw ratings shopping, 1 worked with bankers who had just 
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arrived fresh from jobs at the Big Three agencies and were hired to advise bank clients on how 
to get the best ratings from their ex-colleagues, and in general the agencies were a central 
feature of any bond issue - structured bond or plain vanilla corporate issuance. 

As a ratings entrepreneur however, I would like to think 1 did, and do, view the ratings business 
from a fresh perspective. The opportunities for a sophisticated and innovative competitor firm 
are significant; however, so are the obstacles. No business I have ever run, worked in or 
advised, has ever operated in such an idiosyncratic market — historical regulatory support for 
incumbent players, a true oligopoly, massive criticism every few years followed by superficial 
mea culpas, well-meaning but often less than effective reforms, and tremendous lobbying by 
the incumbent players. 

It Is important to recognize that there are many market players who benefit from, and support, 
the status quo. After all, it Is easy to rely on S&P and Moody's. It is cheaper to rely on S&P and 
Moody's than to staff an independent credit department It is simpler to use the government 
sponsored imprimatur than to decide on what alternatives to use. It is advantageous for funds 
that are not allowed to buy below investment grade bonds to buy the highest yielding, lowest 
investment grade bonds because there is a regulatory arbitrage to do so. 

Rapid Ratings' Evaluation of the NRSRO Opportunity 

In prior testimonies such as to the Securities & Exchange Commission's "Roundtable to Examine 
Oversight of Credit Rating Agencies," to the U.S. Senate Committee on Banking, Housing, and 
Urban Affairs at a hearing titled "Examining Proposals to Enhance the Regulation of Credit 
Rating Agencies," to the United States House of Representatives' Committee on Financial 
Services' Subcommittee on Capital Markets, Insurance, and Government Sponsored Enterprises 
at a hearing titled "Transforming Credit Rating Agencies" and to the International Organization 
of Securities Commissioners ("IOSCO") Standing Committee Six, Rapid Ratings has been clear 
that getting the NRSRO designation at present would be more a contingent liability than an 
asset. 

Given this position, we observe ail of the changes that come from Dodd-Frank from three 
perspectives: 1) What if we were an NRSRO now? 2) Do we want to consider applying to 
become an NRSRO now? and 3) What effects will Dodd-Frank have on us as a non-NRSRO if we 
remain as such? 

While the answers are complex, they can be summarized: 

1) If we were an NRSRO now we'd be subject to massive increases in our operating costs 
and significantly more complex interna! processes. We'd be taking on increased liability. 
We'd be at the mercy of the SEC and its eventual rules for disclosure of methodology 
and procedures, ratings accuracy, and other transparency-oriented initiatives. 
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2) As far as we can tell, the ultimate landscape for operating as an NRSRO is stlH very much 
up in the air. We consider many of the SEC's proposed methods of discharging their 
responsibilities under Dodd-Frank to be threatening our critical Intellectual Property and 
revenue model. The uncertainty on these issues alone is a massive disincentive to file an 
NRSRO application. 

3) Until the SEC finalizes its rules and policies for carrying out Dodd-Frank, we cannot really 
answer this question for ourselves. The increased liability notwithstanding, we can 
continue to do our business and grow successfully, but have no further incentive to 
pursue the NRSRO status than we have had In the past. 

in order to understand the ratings market and to reform the industry, it is critical to appreciate 
the complexities that abound and how deeply ingrained the use of traditional ratings has 
become. To those less familiar with the industry, it seems like one that can be altered through 
seemingly simple solutions - change the payment structure to disallow issuers to pay for their 
ratings and force transparency on the raters. But the use of the Big Three's ratings goes much 
deeper than it appears, and the roots of their influence run wider than most understand. 

Dodd-Frank and Reform in the Ratings Industry 

Increasing reporting, increasing liability and even removing references to NRSROs are all 
elements, but not solutions unto themselves. More regulation and reporting requirements, 
and even increased liability, have the opposite of the intended effect; they help the incumbents 
as much as they hinder them. 

Reform will ultimately only come when the following facets of change are promoted effectively: 

• Increase the landscape for competition. Do not allow unintended barriers and 
compliance costs to stifle smaller players and newer revenue models; 

• As mandated by Dodd-Frank, remove references to NRSROs from regulations in an 
effort to, over time, decrease dependence and Irresponsible, risky reliance on the Big 
Three firms; 

• Promote innovation in ratings and market stakeholders' use of myriad risk management 
inputs. Do not allow a homogenization of ratings; 

• Increase the flow of data critical to providing new ratings into the market; 

• Recognize that the status quo is supported on all fronts by some, though not all, players. 
This includes ratings firms, sell-side shops, regulatory and legislative infrastructure and 
members of the investment community; 
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• (n the following sections, we've outlined Dodd-Frank developments that we believe are 
positive, negative and neutral at present. We also highlight a few areas uncovered by 
Dodd-Frank. Finally, we also Include a suggestion for a simple, yet powerful addition to 
the SEC's oversight in the ratings industry; 

o Positive Developments 

■ Removal of statutory references to ratings 

■ Accountability and transparency of NRSROs -look-back requirement 
o Negative Developments 

■ Accountability and transparency of NRSROs —Methodologies reviewed 

■ Accountability and transparency of NRSROs —Ratings performance 

• Why are accurate ratings good? 

• What are the economic effects of the stability vs. accuracy 
debate? 

• Absolute vs. Relative Risk 

• How can ratings accuracy be bad? 

• Disclosure of ratings histories 

• Accountability and transparency of NRSROs —Board composition 

• Eliminating the three-year requirement in NRSRO accreditation 

■ Liability issues 
o Neutral Developments 

• Qualifications standards for NRSRO analysts 

■ Separation of sales/marketing and ratings analysts 
o Other Factors 

■ Access to data required for unsolicited ratings 

• Corporate counterparty risk 

• The Franken Amendment 

■ Rapid Ratings Proposal for Increased Ratings Accuracy and Integrity 
Positive Developments 

SEC. 939. REMOVAL OF STATUTORY REFERENCES TO CREDIT RATINGS^ 

We believe that the removal of statutory (laws) and regulatory (administrative requirements) 
references is one of the key tenets to ultimate change in the ratings industry. References in 
federal statutes have been a major contributor to the market's reliance on the dominant 
NRSROs for decades. Combined with statutory and regulatory references, investment 


^ United States. Cong, House of Representatives. Dodd-Frank Wall Street Reform and Consumer Protection Act. 

Cong., 2nd sess. H.R. 4173. Washington: GPO, 2010. Web. {508} http://www.epo.gov/fdsvs/pkg/BlLLS- 
lllhr4173enr/Ddf/BILLS-lllhr4173enr,Ddf 


Rapid Ratings™ | © Aii rights reserved Rapid Ratings international 


Page 6 of 25 





70 


F JLm Milk ^mr 


R3piclR3un§s 

Oversight of the Credit Rating Agencies Post Dodd-Frank 


managers have constructed policies to comply with the NRSRO standards, international 
standards such as Basel 1, Basel 11 and Basel Ml international banking regulations have followed 
suit and thus the market has been able to rely on the constant presence of NRSRO ratings in 
myriad ways, in many respects, nothing has contributed as much to the market overreliance on 
NRSROs as these references and the explicit mandate that they be used. 

We accept that removing references is easier than finding their replacements. Various federal 
agencies have been instructed by Dodd-Frank to make changes such as striking "'nationally 
recognized statistical rating organization' and inserting 'meets such standards of credit- 
worthiness as the Commission [Securities and Exchange Commission] shall adopt. 

Nevertheless, a pure "replacement" may be impossible to find and we challenge the view that 
any single replacement would be appropriate given that the original option {NRSRO ratings) did 
not pan out particularly well as a standalone risk measurement 

As an example, Credit Default Swaps are often proposed as an appropriate proxy for risk. While 
CDS are likely the most sophisticated measure of the market-based options, they have 
significant limitations: 

• Narrow Range: There are not CDS on enough issuers, thus giving only partial coverage 
of the investible universe, and there are few CDS on private companies; 

• Liquidity: Some credit default swaps are traded in much larger volume and with much 
greater frequency than others; 

• Volatility: CDS, as with all market measures, have inherent volatility. This means a 
regulatory framework where capital is benchmarked to CDS will fluctuate, potentially 
significantly. As with all market measures, CDS are subject to technical factors that have 
nothing to do with the credits themselves but will have to do with overall market 
liquidity, volatility, short-selling, etc. The swings that can occur due to these factors, 
particularly if they are market-wide, can skew the risk profile of a portfolio that will 
improve or deteriorate in a correlated fashion instead of on a credit by credit basis. 

Good credits will be unnecessarily penalized while poor credits may well be obscured or 
buffeted inappropriately. 

As cases in point, if risk was benchmarked to CDS, GE/GECC would have been rated CCC 
in March of 2009 and Italy, Spain and various global commercial banks would have been 
downgraded to junk in the weeks leading up to this hearing. 

Rapid Ratings firmly believes that market-wide risk management should not be prescriptive but 
that players needing to manage risk must be encouraged to take diverse approaches. There is 
no single measure of risk that is appropriate for all market players at all times. Multiple factors 

^{H.R. 4173, 511) 
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need to be taken into account and federal agencies need to be creative in replacing the NR5RO 
references. Most importantly, agencies need to avoid being reductionist and looking for an 
answer that is too simple. 

Irrespective of the above and of the ultimate conclusion of each federal agency, removing 
NRSRO references is an essential place to start and is fundamental to sending the clear message 
to the market that dependence on traditional ratings Is no longer acceptable, reliable or 
responsible, investors must look for alternatives and many must deepen their own work. 

SEC. 932. ENHANCED REGULATION, ACCOUNTABILITY, AND TRANSPARENCY OF NATIONALLY 
RECOGNIZED STATISTICAL RATING ORGANIZATIONS 

(4) LOOK-BACK REQUIREMENT 

This "look-back" provision is a positive development although it is unlikely to have a major 
effect. For decades banks have been hiring from the rating agencies into "rating agency 
advisory" groups dedicated to guiding issuers {bank clients) in how to get the best rating from 
the agencies. Essentially it has been the most institutionalized form of "ratings shopping" and 
non-trading "ratings arbitrage" In the market. Forcing disclosure of such employment 
transitions will put a spotlight on this practice and possibly deter some potentially conflicted 
hirings from taking place. This is peripheral in the broad scheme of ratings reform however. 

The more direct practice of hiring an NRSRO employee is also addressed: "person subject to a 
credit rating of the nationally recognized statistical rating organization or the issuer, 
underwriter, or sponsor of a security or money market instrument subject to a credit rating of 
the nationally recognized statistical rating organization."^ If the employee participated in the 
ratings process and gets hired by the issuer or banker, this new provision will certainly bring to 
light, if investigated, any blatant acts of bribery or rewarding of rating agency employees who 
move from the agency. We doubt there are actually many instances of this happening, but the 
Dodd-Frank provisions can provide some comfort that there will be a responsibility among 
NRSROs to bring the possible instances to light. 

Negative Developments 

SEC. 932. ENHANCED REGULATION, ACCOUNTABILITY, AND TRANSPARENCY OF NATIONALLY 

RECOGNIZED STATISTICAL RATING ORGANIZATIONS 

(s) TRANSPARENCY OF CREDIT RATING METHODOLOGIES AND INFORMATION REVIEWED 

We view the information prescribed for disclosure to be troubling. While we appreciate the 
Intended outcome is to increase disclosure and transparency into ratings, we believe there is 
potential for a far greater negative effect. The information required as per the Dodd-Frank 
language will jeopardize the private nature of some ratings intellectual property. Given the 


"(H.R. 4173, 508) 
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choice to be an NRSRO and have private property rights at risk and remaining a non-NRSRO, our 
route is clear. Moreover, we are certain that others who will one day bring innovation to the 
ratings space will think similarly. 

Specifically, the language required in (1) FORM FOR DISCLOSURES, (A) information relating to - 
"(i) the assumptions underlying the credit rating procedures and methodologies""* has, 
depending on interpretation by the SEC, threatening ramifications. If assumptions underlying 
methodologies are at one level of depth, that is benign. If it is at a deeper level, it could be 
probing information that is proprietary and commercially sensitive. 

Then in the following two subsections listing qualitative and quantitative disclosure criteria, 
there are many items which in isolation may or may not be acceptable, but in aggregate 
present a tremendous threat to intellectual property protection of a ratings firm: 

“(3) Content of form. — 

“(A) Qualitative CONTENT. —Each nationally recognized 
statistical rating organization shall disclose on the 
form developed under paragraph { I ) — 

“(ii) the main assumptions and principles used 
in constnacting procedures and methodologies, 
including qualitative methodologies and quantitative 
inputs and assumptions about the correlation of 
defaults across underlying assets used in rating structured 
products; 

“(iii) the potential limitations of the credit ratings, 
and the types of risks excluded from the credit ratings 
that the nationally recognized statistical rating 
organization does not comment on, including liquidity, 
market, and other risks; 

“(ix)such additional information as the Commission 
may require. 

“(B) Quantitative content. — Each nationally recognized 
statistical rating organization shall disclose on the 
form developed under tlii-s subsection - 
‘ ‘(i) an explanation or measure of the potential 
volatility of the credit rating, including — 

“(1) any factors that might lead to a change 
in die credit ratings; and 

“(1!) the magnitude of die change that a user 
can expect under different market conditions; 

“(ii) information on the content of the rating, 
including — 

“(1) die historical performance of the rating; 
and 

“(iii) information on the .sensitivity of the rating 
to assumptions made by the nationally recognized 
statistical rating organization, including - • 

“(1) 5 assumptions made in the ratings proccs.s 
that, without accounting for any other factor, 


“{H.R. 4373, 504} 
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would have the greatest impact on a rating if 
the assumptions were proven false or inaccurate: 
and 


“(ll) 30 analysts, using specific examples, of 
how each of the 5 assumptions identified under 
subciause (!) impacts a rating; 

“(iv) such additional infonnation as may be 
required by the Commission.^ 


it does appear as though the SEC is interpreting these requirements to pertain only to 
structured product ratings and as such may not directly apply to Rapid Ratings unless we move 
into this asset class. However, for other quantitatively oriented firms that want to get into this 
ratings class, these data requirements are unprecedented and, in the extreme, would allow the 
reverse engineering of our methodologies. Again, as things stand, the cost benefit calculus of 
becoming an NRSRO and subjecting ourselves to this disclosure is clear - remain a non-NRSRO. 


SEC. 932. ENHANCED REGULATION, ACCOUNTABIUTY, AND TRANSPARENCY OF NATIONALLY 
RECOGNIZED STATISTICAL RATING ORGANIZATIONS 

(q) TRANSPARENCY OF RATINGS PERFORMANCE 

Accuracy of ratings is a key element of Dodd-Frank Subtitle C. It appears as a Justification for 
the Establishment of Office of Credit Ratings at the SEC, in instructions to the SEC on 
enforcement of Dodd-Frank provisions, in transparency of ratings performance and in a number 
of other instances. 


There is a subtle but critical distinction that needs to be recognized when discussing accuracy: 
more accurate ratings are good for the market. Regulatory enforcement of a prescription of 
accurate ratings is bad for the market. It is not regulations and rules that produce accuracy; it is 
Innovation and competition in the marketplace. 

Why are accurate ratings good? 

As stated in the preamble to Subtitle C "In the recent financial crisis, the ratings on structured 
financial products have proven to be inaccurate. This inaccuracy contributed significantly to the 
mismanagement of risks by financial institutions and investors, which in turn adversely 
impacted the health of the economy in the United States and around the world. Such 
inaccuracy necessitates increased accountability on the part of credit rating agencies." The 
accuracy of Big Three ratings has long been the subject of debate. That debate is strategically 
important because it makes the incontrovertible argument that accuracy is more important 
than the "stability" of ratings. The traditional issuer-paid firms have used "rating stability" as a 
shield to deflect attention from the challenge and charge of "Inaccurate ratings." 


4173, 505-506) 
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The Big Three produce ratings that they refer to as "rating through the cycle" as a means of 
providing "stable" ratings. The concept of rating through the cycle is to have ratings that reflect 
the longer-term perspective of an issuer at the conclusion of its cycle, rather than reflecting the 
intra-cycle condition of the company. iTte result, of course, is ratings that exhibit little or no 
change because the agency is not continually reflecting any ups and downs the issuer may 
experience over time. Only when the agency considers a truly material change to warrant a 
rerating will there be a change. The precipitous drops of homebuilders long after the market 
knew of the housing crises, Enron's remaining Investment grade until hours before it filed for 
bankruptcy and countless other examples expose the weakness of this methodology. 

The Big Three typically defend this position by citing studies that the investment community 
wants to have ratings stability. While there are studies that document the opposite position, in 
fairness, many institutional Investors do want to avoid volatility in rated portfolios given the 
inconvenience of frequent portfolio rebalancing. Further, some regulators have supported the 
view that monitoring firms' capital adequacy frequently is too burdensome on the firms and the 
regulators. Unfortunately, rating through the cycle means being less sensitive to the short and 
medium term changes in a credit that make it more or less healthy at any given time. Being 
rated too low incorrectly has primarily opportunity cost Implications. Being rated too high 
incorrectly can have material real dollar cost implications. Having widespread risk 
benchmarking correlated to these insensitive measures has real systemic risk cost. 

A recently released working paper, "Does the Bond Market Want Informative Credit Ratings?" 
by Cornaggia and Cornaggia® tackles the question as to whether market participants benefit 
more from relatively stable ratings utilizing traditional methodologies than from quantitatively 
derived ratings that are timely and accurate. Moody's Credit Ratings (MCRs) are employed as a 
proxy for the Big Three. Cornaggia and Cornaggia categorize the MCRs as compensated by 
issuers and based on qualitative analysis geared toward stability in rating levels that reflect only 
relative risk. 

In order to test and benchmark MCRs, they select a system that provides contrast on multiple 
criteria. Cornaggia and Cornaggia write, "The Financial Health Rating (FHR) produced by Rapid 


6 Cornaggia J, Corna^ia, K. Does the Bond Market Want Informative Ratings? 

http://paDers.ssrn.com/sol3/o3oers, cfmPabstract id=1705843&dov»nload=ve5 , Jess Cornaggia, PhD, is an Assistant 
professor at Indiana University Bloomington - Keliey School of Business. Kimberly Rodgers Cornaggia, PhD, is an 
Associate Professor American University - Kogod School of Business. The authors note: 'To support our use of 
Rapid Ratings as an exemplar, we note its recc^ition by regulators, law makers, and market participants. RR was 
the only non-Big-3 credit rating agency invited to speak on the ratings competition panel at the SEC Roundtable in 
2009 and to testify before both congressional bodies in the run up to the most sweeping change in rating agency 
regulation in history." 
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Ratings (RR) is compensated by subscribers, based on quantitative models, and geared toward 
the timely release of information as it pertains to absolute credit risk." ’ 

In the body of the working paper, MCRs are tested rigorously for information content against 
FHRs. The authors write, "We document that among bonds that ultimately default, RR 
downgrades the FHR to speculative grade status long before the Moody's credit rating follows 
suit." The data tests speak to the magnitude of these findings demonstrating that Rapid Ratings 
is 2.9 years earlier than Moody's. 

One test in the study compared default frequencies among issues with investment grade 
ratings. The professors report a higher default frequency among issues with investment grade 
ratings according to the MCR compared to the FHR, writing "2.61% of defaulting firms had FHRs 
classified as investment grade one year prior to default." The corresponding number of 
defaulting firms with investment grade MCRs is 5.67%. 

Cornaggia and Cornaggia contextualize these findings with respect to Moody's' stated position 
that stable ratings help avoid market disruptions. They postulate that gradual ratings 
downgrades may have disrupted the financial markets less than the huge volatility spikes and 
losses of investor confidence that accompanied the too-late downgrades of Enron and AIG 
among others. This bolsters the position of those who have claimed that over-reliance on 
traditional credit agency ratings increase vulnerability to sudden market shocks. 

What ore the economic effects of the stability vs accuracy debate? 

Wealth effects are also quantified in this study by calculating the differences that would have 
been realized by trading on the early versus late downgrade. A portfolio manager selling bonds 
on FHR downgrade would significantly mitigate losses relative to selling at the MCR downgrade. 
In the study's own words, "The results indicate significant differences in the prices and yields at 
the various points in time, Prices are significantly lower {$11.70 to $15.40} and yields are 
significantly higher (5.9% to 9.7%) when Moody's downgrades the bonds to speculative grade 
than when RR downgrades the bonds' issuers. These results highlight the costly consequences 
of delaying sales beyond the earlier FHR warning." The authors point out that this result is 
significant given evidence of "fire sales associated with regulatory compliance." 


^ Gellert, James H, The United States of America. Competition In the Credit Fating Industry: Are we asking the right 
questions and getting the right answers?. Washington: , 2009. Web. 25 Jul 2011. 
http://www.sec.eov/comments/4-579M579-20.pdf 
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Absolute vs Relative Risk 

Much is made of the ratings scales that dominate the ratings Industry. Symbology and 
commonality of the scales are referred to often in Dodd-Frank.® However, the traditional alpha 
scale is both ordinal and less informative than the Rapid Ratings’ cardinal scale. For instance, 
ask anyone familiar with ratings what it means to be a "single A credit." Then ask them what it 
means to be a "BBB credit." Then ask what the difference is between those two. Then ask 
what it means to be a certain rating this year vs. next year vs last year. None of these questions 
will have satisfactory answers. The reason is that default associations with each traditional 
rating letter grade change yearly. And, while users know that an A is better than a BBB, which 
is better than a BB and so on {relative risk), the distance between them, the magnitude of that 
distance and the importance relative to health or failure among them is unknown (absolute 
risk) using the traditional ratings systems. 

To highlight this problem, Cornaggia and Cornaggia site as examples the following; "4.1% of 
bonds rated A3 (investment grade) defaulted in 2003 yet no bonds rated B2 (speculative grade) 
defaulted in 2007. As another example, 30.6% of bonds rated A1 defaulted in 2008" (extreme 
example influenced by the Lehman Brothers failure). 

The professors add, "We confirm that the FHR better reflects absolute credit risk than the MCR. 
Default frequency within investment and speculative grade classifications, as indicated by the 
MCR, varies significantly from year to year. However, default frequency within investment and 
speculative grade classifications, as indicated by the FHR, exhibits less variation. The distinction 
between absolute and relative credit ratings has potential implications for efficient capital 
allocation."® 

How can ratings accuracy be bad? 

Dodd-Frank and the SEC seek to determine what are accurate ratings and what are not, as a 
means of providing transparency in, and disclosure from, the ratings industry. There is a 
natural desire to provide insight into bow agencies score in getting ratings right, and getting 
them wrong, in concept this is reasonable except for three important concepts: 1) not all 
ratings are created to measure the same things; 2) how does one, the SEC or otherwise, 
determine what is "accurate;" and 3) what happens when all agencies begin producing ratings 
knowing they will be measured by a specific definition of accuracy? 

1. Traditional agencies solve for slightly different definitions of ratings. S&P claims to rate 
the ability and willingness of an issuer to meet its financial obligations in full and on 
time. Moody's claims to rate an issuer's likelihood of default and any financial loss 


4173, 510) 

* (Cornaggia and Cornaggia, 5) 
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suffered in the event of default. Rapid Rating provides a firm's Financial Health Rating 
(FHR), a measure of how efficiently a company is run and how wei! positioned it is to 
maintain its competitive position against Its global, industry-specific peer group. This 
measure is highly correlated to defaults (low FHRs to high default histories,) but in fact is 
not a default measurement. As time goes on, we anticipate other methodologies and 
ratings standards to also emerge If the market is attractive to new entrants. 

2. Rating accuracy is difficult to measure and the SEC has proposed a wide variety of 
elements for comment covering ratings transitions, default associations, etc. How the 
SEC will determine what constitutes accuracy is anyone's guess at this stage. 

3. In many respects, what is more challenging to imagine than how the SEC will define 
ratings accuracy, is what happens if they do? In our view the fastest way to positively 
evolve the ratings industry is for more ratings opinions and innovative ways of 
measuring risk to be available to the marketplace. If ratings "accuracy" is prescribed by 
regulation, over time, agencies will naturally engineer ratings to the standard by which 
they are being measured. Those that become “most accurate" will be those that are 
least differentiated and most highly correlated. This means fewer diversified opinions, 
not more. In the end, it should be what the market accepts as the new standard for 
determining accuracy, rather than regulatory guidance that determines what is accurate 
and what is not given different Investments and conditions. Our concern is based on our 
knowing that in the ratings industry regulations can have decades-long negative effects. 

In the extreme, if most agencies wish to be viewed as "accurate" and benefit from all 
that a high accuracy score may provide, the regulatory framework will counter- 
productively be promoting a homogenization of ratings, not an improvement In the 
ratings industry. 

If these guidance-based ratings are broadly used in the market, this prescriptive ratings 
paradigm will increase the systemic risk embedded in the market, not reduce it. 
Correlating the risk management measures of wide swaths of ratings users could be one 
of the most short -sighted outcomes conceivable from the entire Dodd-Frank era. 
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Disclosure of ratings histories 

Rule 17g-2^° requires an NRSROto provide ratings histories to the public for free in order to 
allow their ratings to be judged by market players. This topic has been troubling for Rapid 
Ratings and for others for a number of years. As we assess NRSRO status, the requirement to 
publish our ratings for free to the market has always been entirely cannibalistic for our revenue 
model - to get paid by subscribers for our ratings. Nevertheless, when the SEC created the one 
year embargo for issuer-paid firms and a two year embargo for subscriber-paid firms we 
thought this was at least more palatable. 

Having this distinction between issuer-paid firms and subscriber-paid was a significant 
development in SEC ratings oversight two years ago. It provided some confidence that the SEC 
appreciated the distinction between the revenue models and was not trying to paint reform 
with a wide brush. However, the recent proposed rules by the SEC request comment on the 
appropriateness of the 1 year and 2 year grace periods. It Is disconcerting that the embargo 
time frames are out for comment again, suggesting the SEC may reconsider their original 
decision on this topic. 

SEC. 932. ENHANCED REGULATION, ACCOUNTABILITY, AND TRANSPARENCY OF NATIONALLY 
RECOGNIZED STATISTICAL RATING ORGANIZATIONS 

‘(t) CORPORATE GOVERNANCE, ORGANIZATION. AND MANAGEMENT OF CONFUCTS OF INTEREST 

Another perplexing provision of the accountability rules concern Board of Directors 
composition and governance. As stated: 

“(1) Board OF directors. — Each nationally recognized 
.statistical rating organization shail have a board of directors. 

“(2) Independent directors. — 

“(A) In GENERAL. — At least vSofthe board of directors, 
but not fewer than 2 of the members thereof, shall be 
independent of the nationally recognized statistical rating 
agency, A portion of the independent directors shall include 
users of ratings from a nationally recognized statistical 
rating organization.”'' 


PART 240-6ENERAL RULES AND REGULATIONS, SECURITIES EXCHANGE ACT OF 1934. Vi/ashington: Web. 25 Jui 
2011. httD://ecfr,gpoaccess-gov/cgi/t/text/text- 

idx?c=ecfr&sid=47b43cbb88844faad586861c05c81595&ren=div5&view=text&node=17:3.Q.l.l.l&idno=17#17:3.0. 
1.1.1.2.96.408 (Rule 17g-2) 

'Mh.R.:4173, 507) 
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There are costs, hidden costs and new conflicts of interest embedded in these rules: 

• "a portion" of directors "shall include users of ratings" from o NRSRO. This is 
problematic because the firm will be required to share inside information with an 
institutional investor 

• These outside board members will be terribly conflicted if they indeed work at an 
institutional investor. The level of detail they would have about capital markets trends, 
specific information on market players and Issues would be stunning and 
unprecedented for a member of the buy-sIde of Wall Street. Alternatively, a sell-side 
professional would be just as conflicted under these circumstances. 

• As per section 932 of Dodd-Frank, the board has authority over the ratings 
methodology. Once again, this means the institutional investors on the board would 
have access to potentially conflicted data and process information. 

• With the increased liability provisions of Dodd-Frank in particular, the role of an NRSRO 
board member is not that attractive. Given the increased liability, finding someone to 
take this role could be a challenge and will certainly be costly in terms of compensation 

• Directors and Officers insurance is also a significant cost and going higher for NRSROs, 
One can only imagine the cost, if it is obtainable at all, for a firm when the carriers 
understand the potential conflicts of interest inherent in having institutional investors 
on the boards of rating agencies 

Dodd-Frank allows for a small company exception for these board rules. However, there Is little 
Insight Into who qualifies and how a firm adjusts once that exemption becomes disallowed due 
to growth in size. 

SEC. 932. ENHANCED REGULATION, ACCOUNTABILITY, AND TRANSPARENCY OF NATIONALLY 
RECOGNIZED STATISTICAL RATING ORGANIZATIONS 

CONFORMING AMENDMENT SEEMINGLY ELIMINATING THE "THREE YEAR" REQUIREMENT FOR NRSRO APPLICATION^ 

There is an obscure Conforming Amendment that seems to modify an important component of 
the Credit Rating Agency Reform Act of 2006^^ (CRA Act) requiring new NRSRO applicants to 
have been rating in an asset class for three years prior to submitting an application. We were 
encouraged at the initiative to roll back this particularly poor element of the CRA Act. 
Nevertheless, we understand now that this was an erroneous reference and is being corrected. 
The result is that indeed the three year requirement stands. 

“(H.R. 4173, 508) 

United States. Cong. Senate. CreditRatingAgenqf Reform Act of 2006. lOS'^Cong. 2''‘“ Sess. S. 3850. Washington: 
GPO, 2006. Web. http://www.RDO.gov/fdsvs/pke/BILlS-109s3850pcs/pdf/BILlS-109s3850ocs.Ddf 
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This was going to be a positive development for industry competition. Many observers were 
perplexed when the CRA Act included this provision, and it was perceived to be a last minute 
addition to the drafting of the Act possibly to satisfy a lobbying demand. In essence, the 
restriction has been a massive barrier to entry to competitors, almost guaranteeing the Big 
Three were able to maintain their oligopoly in structured products ratings leading up and into 
the Subprime Crisis. Only one viable new structured product player and NRSRO applicant 
emerged in the years immediately following the Act and they covered commercial mortgage 
backed CDOs, and not residential. 

From a competitive standpoint, if a ratings firm wishes to become an NRSRO, we believe they 
should be able to apply and be granted the designation if they are deemed to qualify by the 
SEC. Practically speaking, having a three year hurdle was likely a disincentive to new players 
entering over the past few years. Removing this would be a very positive step and having it 
survive as a key criterion for NRSRO application means there continues to be a significant 
barrier to entry for new competitors. For asset classes like structured products and municipal 
ratings, where there are few non-NRSRO players that can demonstrate a three year track 
record, the closed nature of the club remains. 

SEC. 933. STATE OF MIND IN PRIVATE ACTIONS- LIABILITY ISSUES 

The increased liability provision of Dodd-Frank facilitates actions against any Credit Rating 
Agency if they "knowingly or recklessly failed" 

‘ ‘(i) to conduct a reasonable inve-stigation of the 
rated security with respect to the fectual elements 
relied upon by its own methodology for evaluating 
credit risk; or 

“(ii) to obtain reasonable verification of such factual 
elements (which verification may be based on 
a sampling technique that does not amount to an audit) 
from other sources that the credit rating agency considered 
to be competent and that were independent of 
the issuer and underwriter, ’ ’ 

Liability dominated the reform debate throughout 2009 and into the enacting of Dodd-Frank. It 
is perhaps the most political charged and roundly understood concept for reform by the public 
at large. It may indeed be fair to levy stricter liability standards on those agencies that made 
such egregious errors contributing to the crisis. But, facilitating private actions against all CRAs, 
regardless of whether or not they are NRSROs Is a significant barrier to entry not just to the 
NRSRO club but to companies' getting into ratings in the first place. 


(H.R.: 4173-509} 
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As a quantitative business and one that has no contact whatsoever with issuers in the ratings 
process. Rapid Ratings is affected somewhat differently than a highly qualitative business and 
one that focuses on due diligence and issuer contact as their cornerstone. Nevertheless, all 
ratings firms are experiencing Increased legal bills and higher insurance costs of all kinds. The 
threat of suits, whether meritorious or not, is a concern that all firms have to manage. 

The issuer-paid firms have higher risks in this regard since subscriber-paid firms have bilateral 
subscription contracts with users of their ratings, but it is problematic for all. 

A fascinating development as Dodd-Frank was being resolved was the subtle change in 
language in Sec 933 from NRSRO to "credit rating agency." This change was the only material 
instance where even non-NRSROs were captured by new statute. The definition of credit rating 
agency is rather broad and certainly open to interpretation. From the Credit Rating Agency 
Reform Act of 2006: 

SEC 3. DEFINITIONS. 

"(a) SncuRiTics ExciiANOt-; ArroF 1934.— -Section 3(a) of the 
Securities Exchange Act of 1934 (15 U.S.C. 78c(a)) is amended 
by adding at the end the following new paragraphs: 

“(60) Credit rating. — The term ‘credit rating’ mewis an 
assessment of the creditworthiness of an obligor as an entity 
or with respect to specific securities or money market 
instruments. 

“(61) Credit rating agency. — The term ‘credit rating 
agency’ means any person 

“(A) engaged in the business of issuing credit ratings...”'® 

Without question this definition, and therefore Increased liability, is affecting many firms 
whether they saw themselves as potential NRSRO candidates at some point in the future or 
not. Nevertheless, any new player looking at entering the market needs to be very sensitive to 
this increased liability and to make sure they are properly capitalized for the legal costs at set- 
up and as an ongoing concern. 

What it unclear is why this wording change from NRSRO to CRA occurred. The most logical 
explanation is that the drafters wanted to make sure the liability provision affected the current 
NRSROs even if the firms decided to unreglster as NRSROs. This says to us that the drafters 
knew there was a chance that the rest of the Dodd-Frank reforms would be so unpalatable to 
current players that they might try to escape the grasp of the new framework, if true, this is a 
powerful statement of recognition of the punitive nature of these reforms. One option, if this 
punitive change remains, is to give a safe harbor to CRAs that have never been NRSROs. 


(S. 3850,3) 
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Neutral Developments 

SEC. 936. QUALIFICATION STANDARDS FOR CREDIT RATING ANALYSTS 

Instituting standards of training and competence for NRSRO analysts seems like a perfectly 
reasonable concept. In response, the SEC has proposed Rule 17g-9{c)^^ which would require 
the NRSRO to implement standards of testing and experience requirements. Having better 
trained analysts is a good goal. However, having the NRSRO responsible for designing and 
implementing the training does little to challenge old ways of thinking with new ways of 
thinking. "Path dependence" is one of the causes of the financial crisis, so letting the old teach 
the new within the agencies seems to encourage a perpetuation of old-school thinking. 

One of the elements of this new rule would be a requirement for the analysts to understand 
the measurement of accuracy of ratings. Please refer to page 11 in this submission for thoughts 
on ratings accuracy and the challenges of requiring this knowledge. 

SEC. 932. ENHANCED REGULATION, ACCOUNTABILITY, AND TRANSPARENCY OF NATIONALLY 
RECOGNIZED STATISTICAL RATING ORGANIZATIONS 

(3) SEPARATION OF RATINGS FROM SALES AND MARKETING 

The concept of separating sales and marketing from ratings is fine, but too much is made of this 
as a major initiative; it is marginal, at best. Rule 17g-5, new paragraph (c){8)^^ prohibits NRSRO 
employees from participating in both sales and marketing efforts of an NRSRO and also rating 
securities. This removes the most egregious potential conflict but it is naive to think that 
ratings analysts are then somehow insulated from the knowledge that firm success is 
dependent on ratings business. Every employee at an issuer-paid NRSRO, whether involved 
with sales or not, knows that they do well if the business does well (whether compensation is 
directly tied to growth or whether growth simply provides job security) and the business does 
well if they rate more securities. This was at the heart of the clamor for structured product 
ratings market share and the degradation of ratings standards that accompanied that land- 
grab. 

Dodd-Frank does provide for small firm exceptions, which Is positive. But there is no definition 
for what is small, or when one might lose its "small' status, or how much flexibility small firms 
might have. All of that, of course, creates compliance costs to understand and manage the 
constraints. 


{PART 240~GeNERAL RULES AND REGULATIONS, SECURITIES EXCHANGE ACT OF 1934., Rule 17g-9{c)} 
{PART 240~GENERAL RULES AND REGULATIONS, SECURITIES EXCHANGE ACT OF 1934., Rule 17g-5) 
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Other Factors 

Access to information required for unsolicited ratings 

In this entire area of structured product information disclosure, Dodd-Frank provides little 
improvement. In addition to all the new compliance rules and liability facing new entrants, 
those same new competitors are offered none of the additional disclosure or information that 
is required to evaluate, rate, and monitor structured finance vehicles such as CLOs. Prior SEC 
rules open up access to underlying data used for some structured product, but not for all. 
Basically, new competitors are offered new risks for little new opportunity. It is a material 
disincentive against entering the NRSRO and rating agency space. 

For example. Collateralized Loan Obligation ("CLO") ratings 

CLOs remain a viable asset class unlike many structured finance vehicles of the past several 
years. CLOs are important in the credit creation process and this helps the economy by allowing 
more credit to flow to companies beyond what is available from the banks and leveraged loan 
mutual funds. In CLO structures, the demand for higher risk loans is extended to high grade 
investors as a result of the higher rated tranching process. The CLO, like subprime RMBS, is 
another structured finance vehicle with universally high ratings from the rating agencies, and 
that can be a cause of concern overtime depending on the quality of the assumptions and the 
underlying assets. The ratings process for such securities is stuck in the issuer-paid model and is 
a captive of the rating oligopoly the Fitzpatrick bill was supposed to help address. Dodd Frank 
has done nothing to correct some of the insurmountable barriers on the disclosure front. 

The lack of disclosure on CLO structures combined with the tendency of originators to sell high 
risk loans Into such structures does create significant risks of "excess" in hot markets that 
should be more closely monitored by investors. Investors need to do additional due diligence 
on such securities for their own safety and to reduce reliance on the rating agency oligopoly for 
models and assumptions. 

As vehicles created by underwriters and managers of high risk debt instruments and placed 
with investment grade holders, the only detailed disclosure is in the hands of the large rating 
agencies (who award high ratings to the structures), the underwriters that sell the tranches, 
and the packagers and managers of such instruments. The underlying loan documentation and 
financial statements of the issuers whose loans have been sold into the structures often include 
private companies (LBOs etc.) where the high grade, high quality investor cannot gain access to 
the underlying documentation. 

If investors and independent parties such as new rating agencies could gain access to the 
private companies' loan documents and financial statements packaged into CLOs and also get 
access to the CLO offering documents, meaningful competition could be brought into the 
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ratings of CLOs. This is not just at new Issue but also for purposes of ongoing risk surveillance. 
Distinct and similar disclosure improvement could also apply to other structured finance 
instruments. All of this information Is readily available despite what lobbying groups will 
concoct. The idea that such disclosure will chill financings, proffered by some, is a Wall Street 
sales pitch and in fact a bluff since issuers get less expensive funding and more lenient 
structures through such vehicles. Dodd Frank does nothing to advance this disclosure and even 
crystallizes the obstacles by deterring competitors and leaving such disclosure concentrated in 
the hands of the major agencies. Unnatural barriers to entry in turn stack natural barriers to 
entry even higher. 

The situation with CLOs, is made worse by the regulatory turf questions between the SEC and 
some of the bank regulators (Fed, OCC, FDIC). CLOs and disclosure rule for the underlying assets 
should be under the SEC, but the underlying assets (loans) are not securities and fall under the 
bank regulators (though there is no meaningful regulation of buying and selling bank loans). 

The fact that high risk assets are being repackaged and sold to high grade investors would seem 
to call for some more information so investors can defend themselves and rely less on the 
ratings issued by an oligopoly that gets fees for the high new issue ratings. 

New rating agency competitors as well as investors in the CLOs cannot get access to the full 
range of underlying documents and asset level detail in such structures. Given that CLOs are 
high risk leveraged loans which are rolled up into investment grade structures in the AAA and 
AA range, such lack of disclosure leads to reliance on the rating agencies once again. 

While these CLO structures did not create the magnitude of toxic problem we saw with 
subprime RMBS and commercial real estate in this past cycle, the overriding principal is still the 
same in that there is an absolute barrier to entry based on information availability that Dodd 
Frank fails to recognize or address. Investors end up relying on the agencies and cannot do the 
level of due diligence themselves given the closed information loop on such structures.^® 

Encouraging or mandating the SEC to revisit the breadth of the 17g-5 information access would 
be a positive direction. Getting the SEC purview over loans used as collateral for securities 
would be a significant leap forward. The two combined could lead to meaningful reform. 

Corporate Counterparty Risk 

When considering CLOs, and the companies that comprise their collateral, it is interesting to 
note that many Internationa! corporations use ratings for risk management purposes of their 
own. Ratings, from NRSROs, firms like Rapid Ratings as well as "credit bureaus," like Dun & 
Bradstreet (D&B) and Experian, provide ratings to corporations globally for assessing the risks 


"for a well prepared description of the Q.0 information conundrum, please refer to the April 10, 2009 
submission to the SEC by CreditSights' CEO, Glenn Reynolds: http://wvww.sec.eov/comments/4-579/4579-19.pdf ' 
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of customers (credit extension and accounts receivable management) and supply chain risk 
management. Interestingly, the credit bureaus are explicitly carved out of the CRA Act despite 
their providing a series of ratings for companies' risk management. The ratings also get used 
within financial institutions in vendor management (supply chain risk management) within large 
financial institutions, insurance companies, hedge funds and others. So, while the discussion 
about NRSROs is almost always focused on their capital markets' use, it is worth noting that 
their reach is much broader. 

These corporations will often use NRSRO ratings and/or use the credit scoring of companies like 
D&B (by far the largest market share holder in this space) across their organizations for risk 
management purposes. Although corporations are much more forward thinking in using non- 
NRSRO and D&B type services than some institutional asset managers, there are still wide 
swaths of the corporate market that are correlating their risks on slow to change and 
rudimentary risk measures like S&P and Moody's ratings and payment-derived scores. 

The "Restore Integrity to Credit Rating (Franken) Amendment"^^ 

The Franken Amendment creates a government appointed board to distribute asset-backed 
security rating duties to NRSROs, hypothetically relieving NRSROs from the temptation to 
inflate ratings to attract issuers. Ratings contracts would be distributed depending on the 
accuracy of each NRSRO's historical rating record, thereby increasing competition and 
rewarding rating accuracy. Though these goals are worthy, the Franken Amendment is a poor 
idea on many levels. The fundamental reason for its creation was to try and prevent conflicts of 
interest and an oligopolistic paradigm within ratings, yet it addresses this by creating further 
conflicts of interest and a slightly broader oligopolistic paradigm. 

In market practice the Big Three won almost 100% of the structured products ratings business 
leading into the financial crisis. The Franken Amendment will award business to other qualifying 
NRSROs that rate structured products too. This includes three other players at present. This 
means structured product ratings will now be shared around to six players instead of three, but 
issuers will still get ratings from one or more of the Big Three because they are the recognized 
names in the market. And, the Big Three can still rate these issues on unsolicited bases and 
award whatever ratings they would have otherwise. Ultimately, there is little initiative here 
other than a new issue subsidy redistribution to three more companies. Further, with business 
being awarded regardless of quality of rating, there will be little impetus for firms to innovate 
and improve. 


Franken, Ai. The United States of America. Restore Integrity to Credit Rating Amendment Washington D.C: , 
2010. Web. 12 Ju! 2011. <http://franken.senate.gov/files/docs/Final_Language_Franken_CRA.pDodd-Frank >. (3) 


Rapid Ratings’” | © Ail rights reserved Rapid Ratings international 


Page 22 of 25 





86 


Oversight of the Credit Rating Agencies Post Dodd-Frank 


There are significantly more problems with the Franken Amendment; 

• The Amendment gives the Commission power for determining the fees NRSROs can 
charge. But what happens to the firms if the committee decides to drop fees to an 
unpalatable level? For this or for any other reason if all the raters who rate an asset 
class decide to stop en mass, it would cause an international crisis of confidence. 

• The amendment presupposes all ratings are the same and their providers are 
interchangeable. If this is the case, there will be no Incentive for new players to 
innovate and there will be no incentive for the current players to Improve 

• An issuer that gets assigned a newer agency may disagree with the methodology or the 
philosophy of that firm's rating (not to mention outcome) and go to one of the Big Three 
in any event in addition. This will increase the issuer's gross borrowing cost 

• Composing the committee will be a significant challenge as it will be full of conflicted 
parties themselves 

Rapid Ratings Proposal for increased Ratings Accuracy and Integrity 

We would like to suggest an addition to the SEC's oversight process that we believe will have 
significant and meaningful implications to the rating industry reform effort. We would 
characterize this as a high potential benefit with low regulatory cost initiative. It is motivated 
by the following: 

• issuer-paid ratings have lost significant credibility 

• There are potential conflicts of interest in the issuer-paid revenue model and many 
market participants believe ratings inflation is the result 

• The issuer paid firms tend to have slow to change ratings, as described above 

• The principal business model of issuer-paid firms is primarily issuance focused (where 
they get paid) and less on "maintenance" or "surveillance" ratings, where there is less 
money and more work 

• The SEC has a challenge to oversee ratings performance and, if there are ultimately 
more NRSROs, this problem will become harder 

• Whether we believe it should be or not, liability of ratings firms is an Important element 
of legislative and regulatory reform initiatives 

The proposal is both simple in concept and potentially wide reaching in its benefits: Require 
NRSROs to positively affirm by statement filed with the SEC that they stand by each previously 
issued rating on a quarterly basis or to make whatever ratings change is appropriate given the 
changed quality of Issuer/security. If deemed to be too costly for the smaller NRSROs, an 
exemption could be granted with voluntary participation encouraged. 
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The potential benefits of this initiative are: 

• Firms will not be able to hide behind the "our rating is good unless we say otherwise" 
positioning that permeates the market today 

• Firms will have to properly reassure the market that their ratings have been reviewed 
and that the reputation of the firm Is at stake continuously. Given the loss of confidence 
they have caused, it would be unwise for the Big Three to vehemently protest this 
initiative 

• If a CRA will not attest to a rating on a quarterly basis, both the firm and the rating 
should be considered suspect 

• At least one of the firms requires analysts to reaffirm the ratings for interna! use only on 
a quarterly basis. This initiative would only be requiring them to make public these 
reaffirmations 

• Potentially more ratings will be changed over time as their credit quality in fact changes, 
as opposed to having the agencies hide behind the rating through the cycle curtain 

• Ratings volatility may increase slightly, but ultimately having asset managers responsible 
for understanding more frequent ratings changes instead of arbitraging stale ratings is a 
positive development 

• Firms will have to think twice about their initial ratings given they will be responsible for 
attesting to Its accuracy from there on out through time. Likely this will lead to less 
aggressive and more realistic initial ratings when/if there is a question in the minds of 
the ratings committees deciding on the initial level 

• The SEC will have more data from which it can analyze rating agency performance 

• If there are significant discrepancies among agencies on an individual security or 
company rating, the SEC will have the ability to check into the accuracy of the ratings, 
but in a targeted way highlighted to it from the NRSROs' attestation reporting 

• This can be accomplished without an increased burden at the SEC and In fact can be 
accomplished electronically by pushing some oversight responsibility to the ratings firms 
themselves while overseen by the Commission 
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Condusion 

It seems clear the focus of Dodd-Frank was on controlling S&P, Moody's and Fitch with 
compliance, disclosure and the threat of liability. It was not on increasing the disclosure of 
information necessary to facilitate competition nor on the consequences of the Dodd-Frank 
provisions on current or prospective competitors. 

The problem of the incumbent ratings paradigm cannot be legislated or regulated away. Only 
through the myriad efforts will we see meaningful change in this market: reducing investor 
reliance on NRSROs, removal of NRSRO references from statutes and regulations, increased 
access to data for analysis by competitors, facilitating not hindering new players, encouraging 
Innovation, encouraging investors to evaluate various risk management factors in decision 
making combined with reasonable regulatory oversight, incumbent behavior modification and 
time. 

Encouraging choice, and facilitating new players to bring this to the market unimpeded, will 
over time transform this industry. As case in point. Rapid Ratings' being shown to be 2.9 years 
ahead of Moody's in identifying companies that ultimately fail is the kind of innovation that is 
being embraced and will continue to decrease investors' reliance on the status quo. 

We are pleased that this committee is taking the opportunity at this time to evaluate the state 
of affairs and consequences of Dodd-Frank on players such as Rapid Ratings and the effect on 
the Industry overall. There is still much to do. 

Thank you 
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Testimony before 

The Oversight and Investigations Subcommittee of the House Financial Services Committee on 
“Oversight of the Credit Rating Agencies Post-Dodd-Frank” 

Jules B. Kroll 
Executive Chairman 
Kroll Bond Rating Agency, Inc. 

Wednesday, July 27, 201 1 

Good morning, Chairman Neugebauer, Ranking Member Capuano, and members of the 
subcommittee. Thank you for inviting me to today’s hearing on “Oversight of Credit Rating 
Agencies Post-Dodd-Frank” to help you examine the effects of the Dodd-Frank Wall Street 
Reform and Consumer Protection Act (“ Dodd-Frank” ) on credit rating agencies one year after its 
enactment. 1 have also been asked to address whether Dodd-Frank impairs market entry for a 
new Nationally Recognized Statistical Rating Organization (“ NRSRO ”) and whether Dodd- 
Frank further entrenches the top three (3) credit rating agencies. 

As Executive Chairman of Kroll Bond Rating Agency, Inc. (“ Kroll Bond Ratings ”), a 
relative newcomer, I may have a unique perspective on Dodd-Frank’s effect on competition in 
the credit rating agency arena, but 1 hope to provide a more broad-based view as well. 

1 originally entered this business in order to provide an alternative to legacy ratings. As 
we analyzed the state of the capital markets in 2007 and 2008, it was clear that things had gone 
badly off the rails as fixed income investors suffered significant losses in structured finance 
securities that were initially rated ‘AAA’ by the incumbent rating agencies, Moody’s, Standard 
& Poor’s and Fitch. Consequently, we chose to concentrate on structured products as a priority. 
It is no mystery at this point that the incumbent rating agency oligopoly let us all down very 
badly. My own background is in the area of risk management, investigations and due diligence. 
As we analyzed the shortcomings in credit ratings, it became apparent that those skills were in 
short supply during this crisis. I personally believe that the world standing of the United States - 
and even our national security - has been negatively affected by the financial crisis. NRSROs 
are an integral part of the capitalist system and it is essential that this field be professionalized 
and standards of care more vigorously followed. 

Kroll Bond Ratings was formed in 2010. We are privately held, but we have investors 
who represent more than 35 pension funds and family offices, including my own family. We 
feel that our primary obligation is to, and the key to our future contribution and success will be, 
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the investment community, which is comprised of the ultimate buyers of securities that we rate. 
To this end, we have built a team of highly seasoned credit market professionals from different 
disciplines, with a mission to break the oligopoly by responding to the needs of investors, 
bankers and issuers for a new ratings approach to restore confidence in the value of ratings and 
to help set a standard of performance that should be uniform for all NRSROs. We intend to offer 
the marketplace an alternative; an alternative that retains aspects of proven approaches to credit 
analysis, but with a rigorous focus on accuracy of ratings, due diligence, transparency, which we 
define as disclosure regarding the rationale underlying a rating, and post-issuance surveillance. 

Kroll Bond Ratings has two business models operating simultaneously. The subscription 
model is primarily devoted to financial strength ratings on more that 16,000 financial 
institutions, including commercial banks, thrifts and credit unions, among others. Our 
subscribers pay us for these ratings. This is currently a small business that we acquired in 
August 2010. Our second business model is reliant on fees paid by bond issuers and we have 
attempted to mitigate the appearance of conflict in a number of ways. 

Already, we have begun to establish traction in the marketplace, particularly in the 
CMBS area where we have been selected to rate five (5) new debt offerings. We have been able 
to overcome barriers which we examine later in this testimony by recruiting an outstanding team 
from the capital markets, publishing our criteria and approach to these matters, raising capital 
and continuing to educate the investor community as well as the issuer community. 
Simultaneously, we have begun to publish our criteria and related studies to enable us to provide 
ratings in other structured finance categories, including RMBS, CLOs, and other asset backed 
securities collateralized by credit card receivables, auto loans, auto leases, dealer floor plan 
financings, student loans, consumer leases, equipment loans and leases, and similar financial 
assets. I believe that competition in these and other areas can bring certain benefits, including 
increased choice and reduced costs for market participants, as well as reduced concentration of 
the credit rating agency industry in a few credit rating agencies. 

1 appreciate that the Securities Exchange Commission (“ SEC ”), was, and continues to be, 
in the difficult position of determining how best to effect sweeping reform of credit rating 
agencies. At Kroll Bond Ratings, we support the goals of Dodd-Frank, which include increased 
accountability and transparency, and we support the efforts of the SEC in pursuing those goals. 
At the same time, we have to deal with the SEC’s attempt to articulate responsive regulations. 
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On May 18“’, the SEC released 500 pages of proposed regulations for comment. A small 
NRSRO, with very few exceptions, is subject to these rules. They will be expensive and time 
consuming especially for the smaller NRSROs; small company exemptions need to be expanded 
to level the field. 

'fhe credit rating agency industry is already an industry with fairly high barriers to entry 
with respect to the licenses, substantial financial resources and staff required to start a credit 
rating agency. The Credit Agency Reform Act of 2006 was a good first step, however the rules 
and regulations promulgated thereunder (collectively, the “ Reform Act ”), contains a few 
provisions that are, in practice, anti-competitive and discourage new entrants to the rating agency 
arena. Certain provisions of Dodd-Erank, and the rules proposed thereunder, have compounded 
the barriers to entry. 

An example of an existing barrier to entry in the Reform Act is a provision of Rule 1 7g-5 
promulgated by the SEC, that prohibits an NRSRO from issuing or maintaining a credit rating 
solicited by a person that, in the most recently ended fiscal year, provided the NRSRO with net 
revenue equal to or in excess of ten percent (10%) of the total net revenue of the NRSRO for 
such fiscal year (“ Ten Percent Rule”! . For established NRSROs, the amount required to reach 
ten percent (10%) of net revenue - and thereby violate the Ten Percent Rule - would likely be a 
large sum. For a new entrant to the market, the sum required to reach ten percent (10%) of net 
revenue is much smaller, placing the new entrant in danger of violating the Ten Percent Rule 
when it receives rating fees for a single transaction. The notion that a new entrant to the market 
must view revenue, which is typically a positive occurrence, as an event that could cause 
violation of the Ten Percent Rule does not encourage entry into the industry nor does it facilitate 
the success of new entrants. 

The Reform Act introduced, and Dodd-Frank significantly supplemented, the regulatory 
framework applicable to NRSROs. Dodd-Frank and related rule-making will create or augment 
requirements with respect to, among others, transaction-related disclosure, record-keeping, and 
historical ratings di.sclosure. Some provisions are already in place and some remain subject to 
final approval. The costs of compliance for any NRSRO are substantial. In and of itself, this 
could be a disincentive to entering the industry. For example, Kroll Bond Ratings has expended 
more funds on compliance and legal costs during the past year than the revenue earned by its 
subscription based .service. 
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In an effort to minimize conflicts of interests, Dodd-Frank mandates separation of those 
responsible for sales and marketing from those responsible for determining credit ratings. 
Conceptually, prohibiting those responsible for credit ratings from negotiating fees with clients 
will minimize conflicts of interest. However, care must be taken w'hen enforcing this type of 
prohibition, so that the benefits of reduced conflicts do not come at a cost of limiting the 
gathering of information by the marketplace. For example, if “marketing” is defined too 
broadly, then rating analysts may be precluded from having meaningful exchanges with potential 
and existing clients. Creating this kind of barrier to robust dialogue runs counter to the aims of 
Dodd-Frank. At Kroll Bond Ratings, we believe that in order to provide increased transparency 
to the marketplace, we should be able to allow those best equipped to answer such questions, 
without violating the mandated separation and without such dialogues constituting “marketing.” 
If Dodd-Frank is construed as prohibiting analysts from discussing how credit ratings are 
determined with market participants, this would seem to contradict the statutory goals of 
increased disclosure and transparency. The SEC has requested comment on the rules 
promulgated that address this issue and we would urge the SEC to carefully consider the 
practical consequences of this mandated separation. 

In addition to anti-competitive provisions of the Reform Act, there are also provisions 
within Rule 17g-5 that have hindered the very purpose they were intended to achieve, which in 
turn makes it difficult for new and existing rating agencies to provide what the market most 
needs; accuracy in ratings, due diligence, transparency and post-issuance surveillance. Kroll 
Bond Ratings is committed to each of these goals, but in many respects the requirements of Rule 
17g-5 have run counter to its stated purposes. Instead of promoting enhanced competition, due 
diligence and disclosure, the application of certain provisions of Rule 17g-5 have, in many ways, 
hindered meaningful diligence and disclosure in that deal-specific infonnation provided via 
websites, and available only to NRSROs, is pro forma which can chill meaningful exchanges 
between rating agencies and issuers. 

Again, Kroll Bond Ratings supports the intentions of Dodd-Frank and believes that 
increased disclosure and transparency for investors and minimizing conflicts of interest will be 
beneficial to the marketplace. Flowever, there are instances in which compliance with particular 
provisions and/or certain proposed rules may not fiirther the intentions of Dodd-Frank. For 
example, the proposed disclosure form, intended to accompany every transaction and specifying 
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precise language supporting the rating rationale, likely will not achieve its desired effect in part 
because standardizing such disclosure will make it less meaningful. This rule proposal is an 
interesting paradigm, because it exacerbates several problems, while missing the point at which 
Dodd-Frank was aimed. The disclosure form would impose significant administrative and 
recordkeeping tasks on credit rating agencies, and would tend to homogenize their work product. 
It would also give credence to the idea that the regulatory focus is on rigidly following 
mechanical processes, rather than on output. Moreover, monitoring compliance with this form 
will absorb the time and resources of both the rating agencies and the SEC examiners, while 
making it more difficult for the marketplace to differentiate one rating agency from another. As 
mentioned, we appreciate that the SEC is trying to regulate a complex field with limited 
resources. For that reason, their resources should be focused on regulation that promotes 
competition. Specifically, regulation should focus on the quality of rating agency output: are the 
ratings accurate; and are they monitored and updated promptly. Those arc also elements that 
allow for differentiation among the competing rating agencies, and are therefore key 
considerations for investors. Regulation that focuses on clear disclosure of accuracy of ratings, 
and helps investors see how responsive those ratings are to changes in the market, will be pro- 
competitive, and I would suggest that is where the focus of rule-making should be. The 
marketplace will determine the substance of the transparency it requires and will naturally 
gravitate towards the rating agencies that provide it. 

Competition is also hindered by some widely followed market practices, such as 
investment guidelines established by institutional investors, including pension fund and 
insurance companies, that require a rating on a security by Moody’s, Standard & Poor’s and/or 
Fitch. It is self-evident that this practice further entrenches the incumbent rating agencies. As an 
illustration, Kroll Bond Ratings conducted an informal survey of the top 100 pension funds; of 
the sixty seven (67) pension funds with published guidelines, approximately sixty five percent 
(65%) of those pension funds mandate the use of ratings by at least one of Moody’s, Standard & 
Poor’s or Fitch, and in some cases, two of the incumbent rating agencies. There is a greater need 
for competition within this space; however, if their investment guidelines require a Moody’s, 
Standard & Poor’s and/or Fitch rating, the institutional investors will not be able to purchase 
securities rated by another NRSRO. 


5 



94 


In order to reduce reliance on ratings, Dodd-Frank requires all federal agencies to remove 
references to credit ratings and replace them with alternative standards of credit-worthiness. 
Federal agencies should be free to decide what measures - and from what sources - their needs 
will best be met. 

Credit ratings have been part of the financial landscape for more than a century. The 
fiasco in structured finance notwithstanding, on average, across time and across sectors, credit 
ratings have demonstrated their ability to signal losses to bondholders well in advance of default. 
The craft of credit analysis provides broad coverage, accuracy and independence. When 
produced without undue business pressure, credit ratings can exhibit characteristics necessary for 
the protection of both investors and taxpayers. 

It is Kroll Bond Ratings’ hope that our commitment to accuracy in ratings, due diligence, 
transparency and post-issuance surveillance, in each instance supported by sophisticated 
transaction modeling and analysis, will set us apart from other rating agencies. Our belief in the 
value of due diligence translates into not only our transaction reviews, but will include thorough 
evaluation of the issuer’s corporate structure, ownership and management in instances where 
such evaluation is additive to our analysis, as well as a site visit and meetings with management 
and testing of certain processes, Kroll Bond Ratings looks forward to the leveling of the playing 
field for new entrants to the marketplace and meaningful credit agency reform through the 
Reform Act and Dodd-Frank that is responsive to investors and market participants and enables 
Kroll Bond Ratings to provide what we believe the marketplace wants and deserves. 
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Deputy Director, Division of Trading and Markets 
U.S. Securities and Exchange Commission 

Before the Subcommittee on Oversight and Investigations of the 
United States House of Representatives 
Committee on Financial Services 

Wednesday, July 27, 2011 


Chairman Neugebauer, Ranking Member Capuano, and members of the Subcommittee: 

My name is John Ramsay, and I am a Deputy Director in the Division of Trading and 
Markets at the Securities and Exchange Commission (“Commission”), Thank you for the 
opportunity to testify before you today on behalf of the Commission regarding the oversight of 
credit rating agencies and the regulatory treatment of ratings. 

Introduction 

The Commission’s efforts to increase oversight of rating agencies began before the 
financial crisis with the adoption of rules under authority granted by the Credit Rating Agency 
Reform Act of 2006 (“Rating Agency Act”), which mandated that the Commission establish a 
registration and oversight program for nationally recognized statistical rating organizations 
(“NRSROs”). The Rating Agency Act expressly prohibits, however, the Commission from 
regulating the substance of credit ratings or the procedures and methodologies used by NRSROs 
to determine credit ratings. 

In June 2007, the Commission adopted new rules establishing a regulatory program for 
NRSROs, and later that year, the Commission staff began an examination of the three largest 
NRSROs that were most active in rating structured finance products linked to aggressively 
underwritten mortgages. In order to address deficiencies that were identified in those 
examinations, and to take further action to improve the integrity of the ratings process, the 
Commission adopted two substantial new sets of rules in 2009, Most recently, in May of this 
year, the Commission proposed a comprehensive set of additional requirements (“Dodd-Frank 
rule proposals”) under the mandate established by the Dodd-Frank Wall Street Reform and 
Consumer Protection Act (“Dodd-Frank Act”) with a comment period that runs through August 
8“'. JTie Commission currently also is working to complete studies related to rating agency 
reform required by the Dodd-Frank Act. Further, the Commission has increased its examination 
focus on NRSROs and is on track this year to complete an examination of every NRSRO. 

In its regulatory initiatives in this area, the Commission has focused special attention on 
ratings of structured finance products. As is now well-known, faulty ratings of mortgage-related 
and other structured finance instruments played a significant role in the financial crisis by 
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facilitating the accumulation of excessive risk in the financial system. The Commission’s efforts 
in this area have been designed to address conflicts of interest, make more transparent the 
process for rating structured securities and the basis for individual ratings, and promote 
competition among rating agencies that are involved in this business. 

In addition to its efforts to increase oversight of NRSROs, the Commission is also 
seeking to eliminate references to credit ratings in its rules in order to reduce reliance on credit 
ratings. Acting in response to the mandate of the Dodd-Frank Act, the Commission has 
proposed to remove numerous references to credit ratings or NRSROs in its rules and to 
substitute appropriate standards of creditworthiness. 

Improving Oversight of NRSROs 

Improving the Integrity of the Rating Process 

In accordance with the goals of the Rating Agency Act, the Commission has sought to 
improve the integrity of the ratings process through its regulation of NRSROs. The 
Commission’s initial rules adopted in dune 2007, for example, require NRSROs to have written 
policies and procedures to prevent the misuse of material nonpublic information and to manage 
certain conflicts of interest. In addition, the rules prohibit certain other conflicts of interest 
outright and prohibit NRSROs from engaging in certain unfair, coercive or abusive practices. In 
2009, the Commission expanded its conflict of interest rule to prohibit an NRSRO from: (1) 
structuring the same products that it rates; (2) allowing analysts who participate in determining 
credit ratings from negotiating the fees that issuers pay to be rated; and (3) allowing analysts to 
accept gifts in any amount over $25 from entities that receive ratings from the NRSRO. 

Conflicts of Interest. The rules proposed in May 201 1 under the Dodd-Frank Act 
include several proposed amendments to strengthen the existing conflict of interest rule to more 
completely separate the credit analysis function from sales and marketing activities. These 
amendments would; 

• prohibit an NRSRO from issuing or maintaining a credit rating when an employee who 
participates in sales or marketing activities also participates in determining a credit rating 
or in developing the procedures or methodologies used to produce the credit rating; 

• create a mechanism for a small NRSRO to seek relief from this absolute prohibition if, 
due to the size of the NRSRO, the separation of sales and marketing activities from the 
production of credit ratings is not appropriate; and 

• set forth findings the Commission would need to make to suspend or revoke the 
registration of an NRSRO if the Commission found that the NRSRO violated the conflict 
of interest rule. 

The Commission also proposed a new rule that would require an NRSRO to have policies 
and procedures to address the potential for a credit rating to be influenced by a credit analyst 
seeking employment with the entity being rated or the issuer, underwriter, or sponsor of the 
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securities being rated. 'Hie Dodd-Frank Act established a seif-executing provision requiring an 
NRSRO to conduct a one-year “look-back” review when a credit analyst leaves the NRSRO to 
work for an entity rated by the NRSRO or an issuer, underwriter, or sponsor of securities being 
rated by the NRSRO. The purpose of the look-back review is to determine whether the credit 
analyst’s prospects of future employment influenced a credit rating. If such influence is 
discovered, the proposed rule would require the NRSRO to have policies and procedures to 
immediately place the credit rating on credit watch, promptly determine whether the credit rating 
must be revised so it no longer is influenced by a conflict of interest, and promptly publish a 
revised credit rating or affirm the credit rating, as appropriate. 

Ratings Procedures and Methodologies. The Commission also proposed a new rule in 
May 201 1 that would require an NRSRO to have certain policies and procedures designed to 
improve the integrity of its credit ratings procedures and methodologies. More specifically, the 
proposed rule would require an NRSRO to have policies and procedures reasonably designed to 
ensure, among other things: 

• that the methodologies the NRSRO uses to determine credit ratings are approved by its 
board of directors or a body performing a similar function and that such methodologies 
are developed and modified in accordance with the policies and procedures of the 
NRSRO; 

• that any material changes to the methodologies are applied consistently, and that they arc 
applied to currently outstanding credit ratings within a reasonable period of time, taking 
into consideration the number of ratings impacted, the complexity of the methodologies, 
and the type of entity or security being rated; and 

• that the NRSRO promptly publishes notice of material changes to rating methodologies 
and of any significant errors that are identified in a rating methodology. 

Analyst Standards. Finally, the Commission proposed a new rule that would require an 
NRSRO to have standards of training, experience, and competence for its credit analysts that are 
reasonably designed to ensure that the NRSRO produces accurate credit ratings. The proposed 
rule would set forth factors an NRSRO would need to consider in designing such standards and 
require that the standards provide for the periodic testing of credit analysts and that at least one 
individual with three years or more experience in performing credit analysis participates in the 
determination of each credit rating. 

Governance and Internal Controls 

In addition to targeting improvements to the integrity of the ratings process, the 
Commission’s NRSRO rules also establish recordkeeping and annual reporting requirements 
designed to improve NRSROs’ governance and internal controls as well as to facilitate the 
Commission’s oversight and monitoring of NRSROs. For example, the rules adopted in 2007 
require an NRSRO to make and retain certain records relating to its business as a credit rating 
agency and to furnish to the Commission certain financial reports on an annual basis, including 
audited financial statements and separate unaudited financial reports. In 2009, the Commission 
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added requirements that each NRSRO make and retain records of all rating actions and document 
the rationale for any significant “out-of-model” adjustments used in determining a credit rating 
whenever a quantitative model is a substantial component of the credit rating process. In 
addition, the 2009 amendments require NRSROs to retain records of any complaints regarding 
the perfonnance of a credit analyst in determining, maintaining, monitoring, changing, or 
withdrawing a credit rating. 

The rule proposals under the Dodd-Frank Act would require each NRSRO to file an 
annual report with the Commission regarding its internal control structure as it concerns policies, 
procedures, and methodologies for determining credit ratings, including a description of the 
responsibility of management in establishing and maintaining the internal control structure as 
well as an assessment of the effectiveness of those internal controls. Each NRSRO would also 
be required to have policies and procedures in place to ensure that its rating methodologies are 
approved by its Board of Directors. 

Disclosure and Transparency 

Performance Disclosures. Historically, the ratings process has suffered from a lack of 
transparency. Inve.stors have not been given clear or consistent information about the meaning 
of particular ratings, and investors have had limited ability to compare performance among rating 
agencies. The Commission has taken significant steps to address the.se issues by establishing 
extensive and wide-ranging disclosure requirements for NRSROs. The Commission’s June 2007 
rules require NRSROs to make public disclosures about, among other things, ratings 
performance statistics, ratings methodologies, conflicts of interest, and analyst experience. The 
2009 NRSRO rule amendments include a significant set of enhancements to these disclosure 
requirements, including requiring NRSROs: 

• To publish performance statistics for 1 , 3, and 1 0 years within each rating category; 

• To disclose how frequently credit ratings are reviewed; whether different models are used 
for surveilling ratings, compared to those used for issuing ratings; and whether changes 
made to models are applied retroactively to existing ratings; and 

• To make publicly available in a machine-readable format ratings action histories for all 
credit ratings (regardless of the business model under which they are determined) that 
were initially determined on or after June 26, 2007 (the effective date of the 
Commission’s regulations implementing the Rating Agency Act), with each new ratings 
action to be disclosed on a delayed basis; 

The Dodd-Frank rule proposals would standardize the production and presentation of the 
transition (i.e., a change from one rating category to another) and default rates that NRSROs are 
required to disclose, with the goal of making these performance statistics more comparable 
among NRSROs and easier for users of credit ratings to understand. The proposed amendments 
would also upgrade the information about credit rating histories that NRSROs are required to 
disclose in an XBRL format. Specifically, an NRSRO would be required to include in the XBRI, 
file each credit rating that was outstanding as of June 26, 2007 and any subsequent actions taken 
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with respect to those ratings. In addition, the proposed amendments would increase the number 
and scope of the data fields that must be disclosed about a rating action. 

Usability Improvements. The May 201 1 proposals would also require an NRSRO to 
disclose certain quantitative and qualitative information in a form to accompany the publication 
of each credit rating. The required information would include, among other things, information 
about the potential limitations of the rating and information about the methodology used to 
determine the rating, including the main assumptions underlying the methodology. 

The Commission also proposed to require an NRSRO to adopt policies and procedures 
designed to ensure that ratings can be more readily understood by investors. More specifically, 
the proposed rules would require an NRSRO to have policies and procedures reasonably 
designed to: (1 ) assess the probability that an issuer of a security or money market instrument 
will default, fail to make timely payments, or otherwise not make payments to investors in 
accordance with its terms; (2) clearly define each symbol in the rating scale used by the NRSRO; 
and (3) apply any such symbol in a consistent manner. In addition, in December 2010, the 
Commission issued a request for comment in connection with a study, mandated by the Dodd- 
Frank Act, that will address the feasibility and desirability of standardizing credit rating 
terminology. The comment period for this study ended in February of this year, and 
Commission staff are currently in the process of reviewing these comments and preparing the 
required study. 

Structured Finance Products 

As I noted earlier, the Commission has focused special attention on ratings for structured 
finance products in recognition of the role that those ratings played in contributing to the 
financial crisis. In late 2007, the Commission staff conducted in-depth examinations of the three 
largest NRSROs that were most active in rating structured finance products linked to 
aggressively underwritten mortgages. These examinations generally covered the period from 
January 2004 through July 2008, although the Commission did not have regulatory authority 
over the examined NRSROs until their regi.stration in September 2007. The findings of the 
examinations have informed the Commission’s subsequent rulemaking, which contains a number 
of provisions designed to apply to structured finance products. 

Facilitating Competition, For example, the Commission’s 2009 rulemaking sought to 
increase competition for structured finance ratings by creating a mechanism for NRSROs not 
hired to rate structured finance products to nonetheless determine and monitor credit ratings for 
these instruments. This rule requires NRSROs that are hired by issuers, sponsors, or 
underwriters (“arrangers”) to determine an initial credit rating for a structured finance product to 
disclose to other NRSROs (and only other NRSROs) that they are in the process of determining 
such a credit rating. The hired NRSRO must then obtain assurances from the arranger that it will 
provide to other NRSROs the information necessary for them to is.sue an unsolicited rating for 
the same transaction. This rule change is one way that the Commission has sought to promote 
competition and address conflicts of interest in ratings for structured finance products. 


5 



100 


The 2009 rule amendments also require disclosure by NRSROs of the way they rely on 
the due diligence of others to verify the assets underlying a structured product and prohibit 
NRSROs from structuring the same products that they rate. 

Disclosure. In January of this year, the Commission implemented Section 943(1 ) of the 
Dodd-Frank Act by adopting a rule requiring NRSROs to include, in any report accompanying a 
credit rating relating to an asset-backed security, a description of the representations, warranties 
and enforcement mechanisms available to investors and a description of how they differ from the 
representations, warranties and enforcement mechanisms in issuances of similar securities. 
Further, the Commission proposed additional rule amendments with respect to due diligence 
services for asset-backed securities as part of the Dodd-Frank rule proposals. Specifically, the 
Commission proposed to require an issuer or underwriter of an asset-backed security to disclose 
the findings and conclusions of any due diligence report obtained by the issuer or underwriter. 
This disclosure would need to be made directly by the issuer or underwriter or, alternatively, by 
an NRSRO, if the issuer or underwriter obtains a representation that the NRSRO will make the 
disclosure. 

To facilitate this disclosure, the Commission proposed to require a provider of third-party 
due diligence services for an asset-backed security to provide a certification to any NRSRO that 
is producing a credit rating for the security. The certification would need to include the findings 
and conclusions of the due diligence firm, and an NRSRO would be required to publish the 
certification with the disclosure form that accompanies the rating. 

Finally, in May of this year, the Commission issued a public request for comment in 
connection with a study, required by the Dodd-Frank Act, addressing the credit rating process for 
structured finance products and the conflicts of interest associated with the issuer-pay and the 
subscriber-pay models, as well as the feasibility of establishing a system in which a public or 
private utility or a self-regulatory organization assigns NRSROs to determine credit ratings for 
structured finance products. In order to ensure that as many parties as possible have the 
opportunity to comment, the Commission has established an extended comment period for the 
study. 

Removing Rule References 

Section 939A of the Dodd-Frank Act directs the Commission, along with all other federal 
agencies, to remove references to credit ratings from its rules and forms and to substitute such 
alternative standards of creditworthiness as the Commission determines to be appropriate. The 
Commission began the process of removing references to ratings in its rules and forms in rule 
amendments approved in 2009. Earlier this year, the Commission proposed to remove 
references to credit ratings from rules governing the operation of money market funds and the 
eligibility for companies registering securities for public sale to use “short-form” registration. 

The Commission also proposed to remove references to credit ratings in the rules applicable to 
broker-dealer financial responsibility, distributions of securities, and confirmations of 
transactions. In each case, the Commission’s goal is to reduce undue reliance on credit ratings 
and to encourage independent assessments of creditworthiness. Of particular interest to the 
Commission is whether the standards it has proposed for creditworthiness are appropriate and 
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workable and whether they can be implemented without imposing undue costs or reducing 
investor protection. 

Regulation FD 

As required by the Dodd-Frank Act, in September 2010, the Commission amended 
Regulation FD, which addresses the selective disclosure of information by publicly traded 
companies and other issuers, to remove the specific exemption from the rule for disclosures 
made to NRSROs and credit rating agencies for the purpose of determining or monitoring credit 
ratings. Pursuant to Commission rules, NRSROs are already required to have written policies 
and procedures reasonably designed to prevent the inappropriate dissemination within and 
outside the NRSRO of material nonpublic information obtained in connection with the 
performance of credit rating services. 

Examinations 

Finally, the Dodd-Frank Act requires the Commission to conduct examinations of each 
NRSRO at least annually and to issue an annual report summarizing the exam findings. 
Commission staff is currently in the process of completing the first cycle of these exams, which 
the Commission anticipates will be completed this year. Going forward, these examinations will 
be critical to enforcing compliance with the substantial new compliance obligations created by 
the Dodd-Frank Act and the Commission’s rules. Fulfilling this objective will, of course, place a 
burden on the Commission’s examination resources. 

Conclusion 

We look forward to receiving and reviewing comments on our current NRSRO rule 
proposals and studies required by the Dodd-Frank Act. The Commission will continue its efforts 
to promote integrity and transparency in the ratings process and competition among credit rating 
agencies. Thank you again for inviting me to appear before you today. I would be happy to 
answer any questions you may have. 
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Good morning Chairman Neugebauer, Representative Capuano and members 
of the Subcommittee. My name is Michael Rowan, and I am the Global Managing 
Director of the Commercial Group at Mood/s Investors Service ("Moody’s”)- My 
group is responsible for Moody’s business planning and strategy, which includes 
new business origination and the commercial side of the interactions that Moody’s 
has with issuers. My position and my entire group were established to bring 
together all of our commercial functions under common leadership. This structure 
reinforces the separation between our analytical teams and the company’s 
commercial activities. On behalf of my colleagues, 1 would like to thank you for the 
opportunity to participate in today’s hearing and to speak to you about Moody’s, the 
role that credit rating agencies can play in the market, our competitive landscape, 
and the impact of the Dodd-Frank Wall Street Reform and Consumer Protection Act 
(“Dodd-Frank Act”) on the credit rating agency industry. 

In the past few years, numerous reform proposals affecting the regulatory 
infrastructure of the financial services sector have been the subject of vigorous, 
public debate. Moody’s has welcomed the opportunity to discuss with private and 
public sector participants the role that rating agencies play in and the value that 
credit ratings can bring to the markets. As the supervisory framework for rating 
agencies has evolved, both in the United States and abroad, we have embraced the 
need for change because we believe that a modernized oversight regime will help 
increase confidence in credit ratings and the rating process, as well as instill greater 
discipline in the industry as a whole. 

In providing you with our perspective on these questions, I would like to 
outline two principles that have guided us over the years. 

First, Moody’s believes that legislative initiatives that periodically review and 
update the regulatory regime under which market participants operate are both 
necessary and healthy. They can increase market confidence that the rules are fair 
and the playing field level. They also can encourage best practices among and 
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across industries. In this regard, we supported the broad goal of the Credit Rating 
Agency Reform Act ("2006 Act "] to improve credit rating quality in the industry. 
Similarly, we believe that the Dodd-Frank Act promotes an important goal of 
bringing the regulatory infrastructure in line with recent market developments and 
innovations. 

Second, we think that markets thrive when the regulatory landscape allows 
for and promotes differing views. It is equally important that contrarian opinions 
not only be tolerated but encouraged. For these reasons, Moody’s has been a strong 
advocate of competition in our industry, so long as that competition occurs on the 
basis of credit ratings quality. 

In my statement below, first, I will provide background on Moody’s, including 
our credit rating system, the value we believe credit ratings bring to the market, and 
the use of credit ratings in the market. Second, I will address Moody’s efforts to 
advance the quality, transparency and independence of our credit ratings. Third, 1 
will discuss our support for healthy competition based on credit ratings quality. 
Finally, I will speak to the regulatory landscape for our industry and how it has 
evolved over time, highlighting our continuous support for reducing the mechanistic 
use of ratings in regulation. 

1. Background on Moody’s 

Credit rating agencies occupy a narrow but important niche in the 
investment information industry. Our role is to disseminate forward-looking 
opinions about the relative creditworthiness of, among other things, financial 
obligations of corporations, banks, governmental entities, and pools of assets 
collected in securitized transactions. 

Moody's is the oldest bond rating agency in the world, having introduced 
ratings in 1909. Since then, the industry has grown considerably. Today, there are 
over one hundred credit rating agencies around the world, and ten firms are 
registered with the SEC as Nationally Recognized Statistical Rating Organizations 
("NRSROs"). 
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Today, Moody's is one of the world's most widely used sources for credit 
ratings and research. Our credit ratings and analysis track a wide variety of issuers 
and debt instruments, including sovereign nations, corporate issuers, municipal 
issuers, and structured finance obligations. In addition, Moody's publishes credit 
opinions, transaction research, and commentary serving market participants 
around the globe. 

A. Moody’s Credit Rating System 

Moody's credit ratings are forward-looking opinions that address just one 
characteristic of fixed income securities - the likelihood that debt will be repaid in 
accordance with the terms of the debt instrument. Our credit ratings reflect an 
assessment of both the probability that a debt instrument will default and the 
amount of loss the debt-holder is likely to incur in the event of default. In assigning 
our credit opinions, our analysts adhere to Moody's published credit rating 
methodologies, which we believe promote transparency and consistency in our 
global ratings. 

Our credit ratings are expressed according to a system of letters and 
numbers, on a scale that has 21 categories ranging from Aaa to C. The lowest 
expected credit loss is at the Aaa level, with a higher expected loss rate at the Aa 
level, an even higher expected loss rate at the A level, and so on down through the 
rating scale. Moody's rating system is not a "pass-fail" system; rather, it is a 
probability-based system in which the forecasted probability and magnitude of 
credit losses rise as the rating level declines. 

B. Value to Market 

To meet market needs over time, our credit ratings have developed certain 
attributes; 

• Insightful and robust analysis; 

• Symbols that succinctly communicate opinions; 

• Broad coverage across markets, industries and asset classes, enabling 
comparability; and 

• Public availability of opinions. 


4 



106 


These attributes have enabled our credit ratings to serve as a common point 
of reference for credit. That in turn has provided financial market professionals 
with a common language to compare credit risk across jurisdictions, industries and 
asset classes, facilitating the efficient flow of capital worldwide. In this regard, 
credit ratings can contribute to an improved knowledge of credit risk, which can 
promote market discipline. At Moody’s, we intend for our credit ratings to help 
promote dialogue and debate among market professionals, who we expect to use 
our opinions as a point of consideration, not a replacement of their own credit 
analysis. 

C. Use of Credit Ratings 

Moody’s credit ratings are opinions about credit risk, and as such they should 
be used as just one perspective on an issuer’s or debt obligation’s creditworthiness. 
Moody’s also has always been clear and consistent in telling the market that our 
credit ratings should not be used for any purpose other than as a gauge of default 
probability and loss in the event of such default. In particular, Moody’s credit 
ratings are not statements of fact about past occurrences or guarantees of future 
performance. They are not investment advice. Credit ratings do not address many 
other significant factors in the investment decision process, including, for example, 
price, term, likelihood of prepayment, liquidity risk and relative valuation. The 
likelihood that debt will be repaid is just one element, and in many cases may not be 
the most important element, in an investor’s decision-making process for buying 
credit-sensitive securities. 

ri. Moody’s Efforts to Advance the Quality, Transparency and 

Independence of Credit Ratings 

Moody’s has developed our reputation over a long period of time. We are, 
however, also well aware of the loss of confidence in the credit rating industry, 
largely driven by the performance of the U.S. residential mortgage-backed securities 
sector and related collateralized debt obligations. Over the past several years, 
Moody’s has adopted - and will continue to adopt - a number of measures to 
regain the confidence of our ratings in that sector. These measures have been based 
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on feedback we have received from the private and public sectors, as well as on our 
own deliberations and analysis of our ratings performance and credit market 
developments. The actions and initiatives that we have pursued in the recent past 
can be categorized into five broad categories: 

• Strengthen the analytical integrity of credit ratings; 

• Enhance consistency across rating groups; 

• Improve transparency of credit ratings and the ratings process; 

• Increase resources in key areas; and 

• Bolster measures to mitigate conflicts of interest. 

The Annex to my testimony summarizes a number of the recent initiatives we have 
pursued.! 

One initiative that I wish to underscore is the creation of the department for 
which 1 am responsible: the Commercial Group. As explained at the outset of my 
testimony, this group is charged with business strategy and planning, new business 
origination, and business relationships with issuers. My position in particular was 
established to further bolster the management of the potential conflict of interest 
posed by our business model by, among other things, bringing the commercial 
functions under common and separate leadership. The Commercial Group’s 
mandate builds upon measures that pre-dated the financial crisis, in which Moody’s 
had first segregated rating analysts from fee discussions with issuers, and then 
extended that prohibition to their managers. Last year, we took those efforts one 
step further and created the Commercial Group to reinforce and strengthen the 
separation between our analytical functions on the one hand, and our commercial 
functions on the other. For example, the employees of the Commercial Group have 


' In line with our continuing efforts to be as transparent with the market as possible, we also have 
published a series of Special Comments describing the measures we had taken as of August 2008, 
December 2008, November 2009 and June 2011. These publications can be found on 
moodys.com. See Strengthening Analytical Quality and Transparency: An Update on Initiatives 
Implemented by Moody's in the Past Twelve Months, August 2008 (DocumentNo. 110613); 
Strengthening Analytical Quality and Transparency: An Update on Initiatives Implemented by 
Moody's in the Past Eighteen Months, December 2008 (Document No. 113751); Analytical Quality 
and Transparency: An Update on Initiatives Implemented by Moody's over the Past Two Years, 
November 2009 (Document No. 119843); and Moody's Investors Service Looks Forward as 
Regulatory Landscape Evolves, June 2011 (Document No. 133553). 
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no involvement in determining or monitoring credit ratings or developing or 
approving rating methodologies. Equally as important, Moody's analytical 
employees are not involved in fee or payment discussions with issuers, which adds 
another layer of protection against the potential of conflict. 

Moody's is continually analyzing and reevaluating our processes in an 
ongoing effort to strengthen internal mechanisms to manage conflicts of interest, as 
well as improve the quality, transparency, usefulness and integrity of our credit 
ratings. 

III. Competition and Diversity of Opinions 

Moody’s competes in a large field of opinion providers, and we do not view 
other credit rating agencies as our only competitors. Rather, Moody’s competes in a 
broader field that includes providers of purely quantitative and market based 
measures of credit risk, such as bond price indicators and credit default swap 
spreads. Moody's has continuously supported regulatory initiatives that encourage 
and increase the number of diverging, and at times contrarian, opinions. 

From our perspective, healthy competition amongst the various opinion 
providers is good for the market because it provides incentives to improve the 
quality of opinions over time. We believe that more opinions can encourage 
dialogue and debate, which necessarily will improve broader market understanding 
of credit risks. Healthy competition, however, is not achieved if the number of credit 
rating providers increases while diversity in rating opinions declines. 

A regulatory framework that produces the same opinion from multiple 
sources would eliminate quality-based competition and substitute in its place less 
investor protection-oriented alternatives. To support an information-efficient 
capital market, credit rating agencies should compete vigorously on the basis of the 
reliability and usefulness of differing and independently formed opinions. As a 
result, we have cautioned against regulating the substance of how rating agencies 
determine credit ratings. We have expressed this concern because some regulation 
can require or promote harmonization in the substance of rating opinions. 
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methodologies or process, which undermines healthy competition and diminishes 
the diversity of opinions in the market In our view, it is unhealthy for the markets if 
regulation demands or encourages one and only one prediction of the future. 

IV. Changing Regulatory Landscape 

Moody’s supports regulatory reform and believes that effective regulation of 
credit rating agencies can help restore confidence and encourage greater discipline 
in our industry. We further believe that regulation is most successful when it is 
adopted with a clear understanding of the role of credit ratings in the financial 
system; 

• First, credit rating agencies are providers of independent credit 
opinions. 

• Second, their opinions speak to forward-looking and longer term 
credit risk to bond investors. 

• Third, credit rating agencies compete among a number of opinion 
providers and market signals that offer different measures of credit 
risk, 

• Fourth, the success of a credit rating agency depends on its ability to 
consistently provide predictive opinions about relative credit risk. 

Moody’s believes that the market is best served when legislation and 
regulation of the credit rating agency industry are consistent with the role that 
rating agencies play in the market. 

A. 2006 Act 

In September 2006, the 2006 Act was passed into law, establishing a formal 
regulatory regime for credit rating agencies for the first time. Specifically, it 
amended the Securities Exchange Act of 1934 by authorizing the Securities and 
Exchange Commission ("SEC”} to oversee rating agencies that choose to apply for 
and become recognized by the SEC as NRSROs. The objective of the 2006 Act was 
"to improve ratings quality for the protection of investors and in the public interest 
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by fostering accountability, transparency, and competition in the credit rating 
agency industry’’.^ The legislation sought to; 

a) enhance accountability by providing the SEC with oversight authority to 
assess the continued credibility and reliability of NRSROs; 

b} promote competition through a clear process by which a credit rating 
agency can apply for and receive NRSRO designation; and 

c) improve transparency by requiring NRSRO to make publicly available 
most of the information and documents submitted to the SEC in their 
applications. 

In June 2007, the SEC published rules to implement the 2006 Act and achieve 
rigorous oversight of NRSROs, and on September 24, 2007, Moody’s became a 
registered NRSRO. The SEC adopted additional final rules in February 2009 and 
November 2009. These initial and supplemental SEC rules have included, for 
example: 

• Transparency requirements: concerning credit rating methodologies, 
rating performance, internal processes, and information pertaining to 
conflicts of interest. 

• Conflict management requirements; regarding limits on the percentage of 
total net revenue an NRSRO can receive from any person or entity 
soliciting a credit rating, barring analysts from rating securities they own, 
and prohibiting analysts from making recommendations to any rated 
issuer. 

In addition, using the statutory authority created under the 2006 Act, the SEC 
has conducted multiple examinations of NRSROs on a variety of subject matters. 

B. The Dodd-Frank Act 

In July 2010, the Dodd-Frank Act was signed into law to, among other things, 
"promote the financial stability of the United States by improving accountability and 

2 2006 Act, Preamble. 
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transparency in the financial system...".^ The Dodd-Frank Act has affected a number 
of institutions and industries, including credit rating agencies. Moody’s is 
committed to implementing those provisions that are specific to our industry as 
effectively as possible. 

Title IX, Subtitle C of the Dodd-Frank Act seeks to, among other things, 
enhance transparency and accountability in the credit rating agency industry, as 
well as strengthen management of conflicts of interest and reduce regulatory use of 
credit ratings. Moody’s supports these objectives, and we believe they are positive 
for our industry and the broader market 

In particular, Moody's has long-supported removing references to credit 
ratings in regulation. Mechanical triggers, regardless of whether they are based on 
ratings, market signals or another type of measure, can inadvertently harm markets 
by amplifying rather than dampening the risks in the system. Specifically, automatic 
triggers can cause involuntary and mandatory reactions, such as augmenting capital 
cushions or divesting of exposures, with little room for discretion to consider more 
tempered responses. We caution that risks to market safety and stability will 
remain so long as any alternative measuring system is used to trigger overly 
mechanistic responses. 

The majority of the provisions in Subtitle C seek to regulate the activities of 
those credit rating agencies that are registered as NRSROs. The general framework 
of Subtitle C can be categorized under two broad headings: 

1) Provisions that will take effect after the SEC implements new rules. 

2} Provisions that became effective immediately. 

Over the past year, the SEC has been proposing rules and seeking comments 
for studies, as mandated by the Dodd-Frank Act The SEC’s published calendar for 
rule-making indicates that it expects to complete the rule-making process for 
NRSROs by the end of 2011. Moody's has submitted comments, and will continue to 
provide our views, throughout the SEC’s established public comment process. 


3 Dodd-Frank Act, Preamble. 
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As the SEC continues its rule-making, we anticipate that the new rules will 
spur various changes in Moody’s processes and operations, as well as lead to the 
codification and deepening of some of Mood 3 ?’s existing practices. In addition, 
because the majority of the provisions of the new requirements will be implemented 
through SEC rule-making, some uncertainty remains with respect to the final form 
and content of the overall regulatory regime for NRSROs. As rules develop and as 
our processes change in response, we intend to continue our communications with 
the market and policy makers. 


4 : 4 : 4 : 


While we anticipate that the evolving regulatory landscape will lead to 
further changes in Moody's processes, our objective remains what it has been for 
the past 100 years: to provide the highest quality credit opinions, research and 
analysis. 

Thank you again for inviting me to testify on this important matter, and I look 
forward to answering your questions. 
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ANNEX 

Moody's Initiatives to Strengthen the Quality, Transparency and 
Independence of Our Credit Ratings 

To assist the Subcommittee in its deliberations, this Annex summarizes various 
initiatives to strengthen the quality, transparency and independence of our ratings 
that Moody's has undertaken in the past couple of years. 

The SEC has not completed the rulemaking required under the Dodd-Frank Act. Our 
processes will, of course, be changed and enhanced as a result of additional rules 
adopted by the SEC. Those anticipated modifications to our policies and practices 
are not catalogued below. Rather, this Annex includes only those initiatives that are 
currently in place. Moreover, this summary is intended to illustrate the types of 
initiatives we have been pursuing but is not a comprehensive list of all such 
initiatives. 

I. General 

» Revised Major Policies: We revised several core policies in 2010 to 
reflect changes we have made to our structures, practices and systems as 
part of our ongoing efforts to implement regulatory reforms and enhance 
confidence in the quality, integrity and independence of our ratings. 
Among other things, we revised the Moody’s Investors Service Code of 
Professional Conduct (“MIS Code"), the Moody's Corporation ("MCO") 
Code of Business Conduct, and the MCO Securities Trading Policy. 

II. Strengthening Analytical Quality of Credit Ratings 

» Established Macroeconomic Board: In prior publications we explained 
how, as part of our efforts to promote greater consistency across rating 
groups, credit opinions now incorporate a common, central 
macroeconomic scenario and alternative risk scenarios that are 
developed by MIS on a semi-annual basis. We publish these scenarios as 
part of our Global Risk Perspectives series. In 2010, in response to MIS's 
perception of the significance of macroeconomic assessment as part of 
the ratings process, MIS established the Moody's Macroeconomic Board. 
The Macroeconomic Board is chaired by MIS's Chief Credit Officer and 
consists of Moody's economists and sovereign analysts. Broadly, the 
Macroeconomic Board is responsible for: (1) determining a consistent set 
of macroeconomic forecasts for use in the rating process; (2) facilitating 
analysts' access to these forecasts; and (3) encouraging the development 
of macroeconomic sensitivity analysis within each sector. 

» Recalibrated U.S. Public Finance Ratings: In 2010, we recalibrated our 
long-term U.S. public finance credit ratings to our global rating scale, 
thereby enhancing the comparability of ratings across the MIS-rated 
universe. 
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» At Least Annual Reviews of Ratings: Except for ratings that clearly 
indicate they do not entail ongoing monitoring, once MIS publishes a 
rating, we monitor it on an ongoing basis and modify it as appropriate in 
response to changes in our opinion of the creditworthiness of the issuer 
or obligation. Prior versions of the MIS Code reflected our commitment to 
this monitoring through periodic reviews as well as reviews triggered by 
MIS's receipt of information that might reasonably be expected to result 
in a rating action. In 2010, we enhanced this provision to reflect our 
intention to conduct at least annual reviews of all credit ratings, except 
those that expressly indicate that they are not subject to ongoing 
monitoring. 

» Annual Methodology Reviews: In the past few years Moody’s has 

reinforced the independence of our Credit Policy function and taken steps 
to enhance our existing methodology review and approval processes, 
under the oversight of the Credit Policy Group. For example, we revised 
the MIS Code in 2008 to codify our practice of conducting periodic 
methodology reviews and expressly assign responsibility for these 
reviews to the Credit Policy Group. In 2010, we further revised the MIS 
Code to provide that such reviews will be conducted at least annually. 

» Methodological Initiatives: On an ongoing basis, MIS takes steps to 
update and enhance the predictive content of its rating methodologies. In 
addition, since late 2009, we have pursued a number of major 
methodological initiatives. These include: (1) adopting a new money 
market fund rating methodology and symbols; (2] revising our guidance 
on how we assess hybrid securities; (3) proposing a set of operational 
risk principles to be considered in ratings of structured finance 
transactions; (4) publishing two sets of guidance on our approach to 
global standard adjustments in our analysis of the financial statements of 
financial institutions and non-financial companies, respectively; (5) 
publishing guidance on the circumstances in which we will, or will not, 
rate contingent capital securities; (6) seeking comment on alternative 
approaches for assessing the impact of temporary missed debt payments; 
and (7) proposing an update to our joint support methodology for letter 
of credit-backed transactions in the U.S. municipal market. 

III. Improving Transparency of Credit Ratings and Ratings Process 

» Enhanced disclosures associated with credit rating announcements: 

Since late 2009, MIS has introduced a variety of enhancements to the 
disclosures incorporated into most credit rating announcements. For 
example, MIS now discloses in most rating announcements: (1) the types 
of information sources used to prepare the credit rating; (2) if an 
obligation is supported by a new asset type or possesses a unique 
structural feature that is significant and noteworthy to the market; (3) 
that MIS considers the quality of the information available with respect to 
the issuer or obligation satisfactory for the purpose of assigning or 


13 



115 


maintaining the credit rating, as applicable; (4) if a rating action is based 
on limited historical data; and (5) if the rating was initiated by MIS and 
not requested by the issuer or if the issuer did not participate in the 
rating process. In addition, MIS’s credit rating announcements in respect 
of structured finance instruments also now disclose, among other things 
whether or not MIS received and took into account any third party due 
diligence reports on the underlying assets and, if so, the impact, if any, 
such reports had on the rating. 

» Added structured ratings indicator: Since August 20 1 0, M IS has been 
using a structured finance ratings indicator on a global basis for its new 
and existing credit ratings. The indicator, which takes the form of "(sQ", 
appears following the rating in all MIS press releases and research 
reports. 

» Added hybrid indicator for financial institutions: In January 2011, MIS 
began using a hybrid securities indicator on a global basis for all its new 
and existing credit ratings of hybrid instruments issued by financial 
institutions. The hybrid indicator, which takes the form of "(hyb)", signals 
the potential for ratings volatility due to the securities’ equity-like 
features and the potential impact of hard to predict events such as 
regulatory or government intervention. 

» Extended rating history data files: In 2009, MIS began publishing 
complete rating histories in a downloadable, machine-readable file for a 
random sample of 10% of credit ratings. In 2010, MIS also began 
publishing a separate, downloadable, machine-readable file containing 
rating histories for all MIS credit ratings that MIS initially determined on 
or after June 26, 2007. These data files are now available in XBRL format. 
These data files supplement the various ratings performance studies that 
MIS makes available to the public on the Ratings Performance page on 
moodys.com. 

» Research focusing on areas of interest for users of ratings: To improve 
transparency, MIS has been publishing additional research for those 
areas where users of our ratings have expressed a particular interest. 
These areas are subject to changes in the market and the needs of users of 
our ratings. For example, given the increased level of interest in U.S. 
public finance issuers, we have, among other things, published an 
updated default study, a series of comments on state and local 
government issuers’ pension obligations, a series on market access 
rollover risks of short-term debt and bank-supported debt instruments, 
in-depth research on the credit risks posed by governance and 
management at not-for-profit issuers like hospitals and universities, and 
a comparison of U.S. states to companies. We also launched the Muni 
Monitor, a periodic compilation of key research on the most pressing 
issues in the U.S. public finance market, in both 2009 and 2010, we 
published a series of "Roadmaps" that identified the key credit factors we 
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expected to be prominent in our analysis of U.S. public finance obligations 
over the coming year. In the financial institutions sector, we revised the 
format of our Banking System Outlooks by introducing a consistent set of 
credit factors and metrics to enhance the clarity and comparability of our 
analysis across regions. We also have published a number of special 
comments outlining how we conduct “stress tests" in the financial 
institutions sector and analyzing the stress tests being conducted by 
financial sector authorities. 

IV. Bolstering Measures to Manage Conflicts and Promote Analytical 

Integrity 

» Reinforced operational segregation of credit rating and credit policy 
functions from commercial functions: MIS analysts have been 
prohibited for quite some time from discussing fees with issuers and, 
several years ago, we extended this prohibition to managers of rating 
teams. In 2010, we further enhanced the operational segregation of the 
credit rating/policy functions from commercial functions by establishing 
the MIS Commercial Group. It is responsible for business strategy and 
planning, new business origination, and business relationships with 
issuers. Members of the Commercial Group do not have any involvement 
in determining or monitoring credit ratings or developing or approving 
rating methodologies. 

V. Enhancing Resources and Their Use in Key Areas 

» Compliance: MIS continues to add resources allocated to our Compliance 
function to facilitate policy development, monitor adherence to policies 
and conduct training. For example, in 2010-11, we created and staffed 
four management-level positions. Two of these new positions focus on 
compliance at a regional level, while the other two positions have global 
responsibilities relating to, among other things, policy development, 
training, and the investigation and resolution of alleged breaches of 
policies. 

» Change Leadership: In 2010, we created and staffed a managing director 
["MD") level position at MIS focusing on change leadership. Our new MD 
of Global Operations is working with management of MIS and others to 
integrate the broad spectrum of resource, project and change 
management activities underway in MIS in order to address changes in 
the regulatory and competitive environment, improve MIS's operational 
efficiency and better position MIS to achieve its strategic objectives. 

» Quantitative Tools; In 2010, MIS created new teams within the rating 
groups to focus on developing and expanding the quantitative tools that 
support MIS’s credit analytical functions. These teams are being staffed 
primarily by existing employees who have special skills in data analysis 
and computational engine development as well as knowledge of MIS’s 
rating operations. 
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» Board Oversight: in 2010, the board-level oversight of certain MIS 
activities was strengthened. Enhancements at the board level include 
allocating to independent directors responsibilities for, among other 
things, overseeing MIS's policies and procedures for determining credit 
ratings, internal controls relating to those policies and procedures, and 
policies and procedures relating to conflicts of interest. 

» Surveillance Initiatives: MIS continues to enhance its approach to 
ratings surveillance across the various rating groups. For example, since 
late 2009, MIS has hired additional analysts focusing on surveillance of 
U.S. local government issuers and is investing further in technology to 
enhance the surveillance process in this sector. 

» Training: Since late 2009, we have enhanced our training programs in 
three key areas: knowledge and skills training for analysts, leadership 
and management training, and compliance training. For example, we have 
extended the range of courses offered as part of our continuing education 
program for analysts, delivered more classes in-person in MIS’s smaller 
offices, added courses targeted to the specific needs of smaller analytical 
groups, and provided more courses targeting soft skills such as writing 
and communication skills. We also are launching a curriculum-based 
training program for junior analysts that is based on a common 
framework, which is then tailored to the needs of specific geographic 
regions and analytical sectors. Our online and instructor-led management 
training programs enhance our operational efficiency and better position 
those with management responsibilities to develop and motivate MIS 
employees as well as promote MIS’s values of integrity, independence, 
insight, inclusion and intellectual leadership. Our compliance training 
programs are designed to inform MIS employees of new regulatory 
requirements, reinforce their understanding of existing compliance 
policies and procedures and provide additional opportunities for 
employees to seek guidance from Compliance staff on the interpretation 
of specific requirements. 

» Enhanced Middle Office Frees up Analytical Resources: As part of MIS's 
efforts to improve its operational efficiency, certain tasks relating to the 
rating process that do not require credit analysis have been transferred 
from rating teams to MIS's Global Middle Office ("GMO"), thereby 
enabling our analysts to devote more of their time to analytical work. For 
example, the preparation and dissemination of rating letters, which 
communicate to the issuer the rating assigned by MIS, are now carried 
out by our GMO. 
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Chairman Neugcbauer, Ranking Member Capuano, members of the Subcommittee, good 
morning. My name is Deven Sharma. I am the president of Standard & Poor’s (“S&P”) and 
have served in that capacity since September 2007. I am pleased to appear before you today. 

While much has changed with regard to credit ratings and credit rating agencies over the 
course of the past several years, our fundamental mission at S&P remains the same: to provide 
the market with independent benchmarks about the creditworthiness of debt securities. Towards 
that end, at S&P, we have undertaken a variety of initiatives designed to strengthen our 
governance and control framework, to enhance the analytics and criteria we use to rate issues and 
issuers, and to clearly communicate the rationale behind our actions and better identify and 
report on key areas of risk in order to further transparency in the markets. 

In that regard, while S&P has undertaken changes on its own, we have also supported, 
and adapted our processes to address, many changes that have occurred in the regulatory 
environment, both here and overseas. Through legislation and related rule-making, regulatory 
changes have reinforced and strengthened the integrity of the ratings process through increased 
oversight, greater transparency and accountability, and improved quality in analyst training. 
They have also addressed undue reliance on ratings by the market, particularly by removing legal 
requirements mandating the use of credit ratings — an effort S&P has long supported. S&P has 
taken major steps to meet these new regulatory expectations and integrate our reform initiatives 
into them. I will address these changes in my testimony. 

S&P’s Credit Ratings: 

At the outset, I would like to take a moment to speak generally about S&P and our ratings 
process, as well as explain what ratings are and are not intended to convey. Over the course of 
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its history, S&P has sought to help create transparency in capital markets by providing 
independent credit benchmarks. Investors and other market participants have long turned to S&P 
for its credit risk assessment of companies and securities. By and large, private sector investors 
and other market participants use our ratings not because they are required to do so, but because 
our ratings provide valued perspectives they may use in their important deliberations about 
making investment decisions. 

An S&P credit rating reflects our current view about the ability and willingness of an 
issuer to meet its financial obligations in full and on time. S&P’s ratings me not statements of 
fact, but rather expressions of opinion about the likelihood that certain events will or will not 
happen in the future. S&P’s ratings do not speak to what the market value of a security should 
be or the potential volatility of its price, both of which can be significantly affected by factors 
other than underlying creditworthiness. Importantly, S&P’s ratings do not make 
recommendations to buy, sell or hold a security. Rather, they simply provide the market with a 
forward-looking view based on analysis that different market participants — whether they be 
investors, issuers, or regulators — may choose to use as part of their own assessment of the 
credit risks attendant to a particular security or entity. 

S&P forms its ratings through quantitative and qualitative analysis performed by rating 
analysts applying analytical criteria that we publish to the market. These analysts gather 
information about a particular obligor or debt issue, analyze the information according to our 
criteria, form views about the information and then present their findings to a committee of 
analysts that votes on what ratings to assign. After a public rating is formed, S&P publishes it in 
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real-time and for free on our Web site, www.standardandpoors.com. S&P also generally 
publishes a narrative along with our ratings that provides detailed information about our opinion. 

Our ratings are intended to convey a reasonably comparable view of creditworthiness 
across asset classes over time. That is, when we assign a particular rating to a manufacturing 
company, for example, we mean to connote that in our view the creditworthiness of that 
company is reasonably comparable to the creditworthiness of a telecommunications corporation 
receiving the same rating. 

Our goal is to provide the public with timely, quality ratings and with insights and 
understanding as to the analysis that underlies them. 

Initiatives undertaken by S&P: 

Since 2008, we have undertaken a number of initiatives aimed at promoting four broad 
objectives: (i) ensuring the integrity and independence of the ratings process; (ii) enhancing 
analytical quality; (iii) providing greater transparency to the market by disseminating more 
information about ratings, as well as information to help investors form their own views of the 
soundness of rating analysis; and (iv) more effectively training our analysts and educating the 
marketplace about ratings. 

We have made significant investments and enhancements to our internal processes and 
controls in these areas. Some examples include: 

Actions taken to ensure integrity and independence: 

o Investing significantly in our compliance and quality operations, including 
significant staffing additions; 

o Establishing an independent criteria review and approval process. Our 
independent criteria team is now responsible for the approval of criteria; 
o Establishing a Risk Assessment Oversight Committee, comprising senior 
leaders from various parts of S&P who are independent of rating teams, to 
identify and address current and emerging risks; 
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o Implementing a robust quality review program, through which independent 
quality officers review our analysts’ compliance with procedures and policies; 
o Supplementing existing controls against potential conflicts of interest. For 
example, in addition to our traditional use of a committee process and 
separation of commercial and analytical functions, we have also implemented 
“look-back” reviews and an analyst rotation program; 
o Establishing an independent Policy Governance Group with a mandate to 
develop and approve all new ratings policies and procedures. This group is 
also responsible for maintaining policies that are clear, measurable, and 
consistent with our quality standards; and 
o Increasing compliance oversight and training, including reinforcement of 
prohibitions on structuring or providing advice to issuers; 

Actions taken to strengthen analytics: 

o Adopting enhanced ratings definitions and updating our criteria across most 
major asset classes to map it to those definitions. ITiis has enhanced ratings 
comparability across asset classes and across geographic regions as criteria is 
now calibrated to meet these more specific definitions. It has also led us on 
balance to look for stronger credit characteristics for securities seeking higher 
ratings; 

o Creating an independent Model Validation Group with responsibility for 
reviewing models used in the ratings process; and 
o Enhancing the ratings process with respect to data and information, as well as 
introducing additional analysis such as sensitivity scenarios; 

Actions taken to increase transparency: 

o Launching a new corporate Web site which provides easier access to credit 
ratings and various reports and articles, including criteria, relevant to the 
ratings process. In addition, the new Web site has enhanced search 
functionality; 

o Enhancing disclosure of applicable factors and variables in our ratings reports 
of applicable criteria and the assumptions underlying our analysis; and 
o Publishing a number of “what if’ scenario analyses to provide the market with 
our views on the possible rating effects of potential scenarios before they 
occur; 

Actions taken on training and education: 

o Increasing analytical training and education of our analysts, and introducing a 
new Analytical Certification Program which our analysts fulfill in order to act 
as a primary analyst on a rating or to vote in a rating committee; 
o Increasing the distribution of information about our ratings performance, as 
well as ratings transitions, via several newsletters the company publishes, as 
well as audio and visual presentations; and 
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o Publishing a “Guide to Credit Ratings Essentials” that provides important 
information about ratings and their role in the markets. 

Let me assure you that the various improvements I have discussed are substantive and 
they have had a real impact on the personal and professional lives of our more than 1,300 
analysts worldwide, with numerous additional analytical and process requirements, new controls 
throughout the ratings process and increased checks and oversight of their work. The 
organization, with added checks and balances as well as enhanced analytics, operates in a 
different way today. We have gone to great lengths to take serious and meaningful initiatives in 
the way we produce our credit ratings and we believe we are better serving investors, regulators, 
and the capital markets. S&P will spend over $90 million this year in the changes we are making 
in our compliance and oversight framework; over the past 5 years, we have spent more than $300 
million. Historically, ratings have served as a valuable tool for evaluating the creditworthiness 
of issuers and debt securities. We believe firmly that with these enhancements in place our 
ratings will continue to be a meaningful part of the information available to investors and other 
market participants going forward. 

The Credit Rating Agency Reform Act and Related Rulemaking: 

Of course, the regulatory landscape for credit ratings has also undergone major change. 
The passage of the CRARA in 2006 established the first comprehensive regulatory scheme 
governing credit ratings, chiefly by establishing a registration and application system for those 
credit rating agencies seeking registration as a nationally recognized statistical rating 
organization (“NRSRO”). As detailed in that law, the NRSRO application requires the 
disclosure of a wide variety of information, including, among other things, information on the 
NRSRO’s procedures and methodologies for determining ratings; performance measurement 
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statistics for credit ratings; and a description of the NRSRO’s policies for preventing the misuse 
of material, non-public information and for addressing and managing potential conflicts of 
interest. 

The CRARA gave the Securities and Exchange Commission (“SEC”) broad oversight 
and enforcement powers over NRSROs, through extensive examination and inspection authority, 
as well as the power to take disciplinary action against NRSROs — whether by censure, fines, or 
even revocation of their registration in certain circumstances. The CRARA also granted the SEC 
broad authority to promulgate rules implementing the new law. Thus far, the SEC has completed 
three waves of rulemaking which have resulted in a vigorous set of governing rules for NRSROs 
and the credit rating process. 

The first set of SEC rules, which became effective in June 2007, addressed a number of 
topics. Under these rules, certain practices are prohibited outright, such as issuing ratings for 
entities that provided the NRSRO with ten percent or more of its net revenue in the most recent 
fiscal year, or conditioning the issuance of a credit rating on the purchase of other services or 
products provided by the NRSRO. The rules also require that certain practices must be disclosed 
and managed, such as the receipt of compensation for ratings analysis (from either issuers or 
subscribers) and the provision by NRSROs of non-ratings services to issuers. Extensive record- 
keeping requirements and disclosure to the SEC of financial information, including revenues 
received from large issuers, are also required under the initial rules. 

In 2008, the SEC adopted a second wave of rules governing NRSROs. Among other 
things, these new rules require enhanced disclosures of ratings performance data, rating 
methodologies, and when certain ratings deviate materially from the output suggested by rating 
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models. The 2008 rules also prohibit NRSROs from rating an issuer or security if the NRSRO 
provided recommendations to the is.suer; and from rating an issue or issuer if it receives gifts of 
more than de minimis value. Under a third set of rules adopted in 2009, the SEC requires 
NRSROs to facilitate the disclosure to other NRSROs of underlying data provided by issuers, so 
as to allow those NRSROs to issue unsolicited ratings on structured finance securities if they so 
wish. 

The CRARA also empowered the SEC to conduct detailed and lengthy examinations of 
NRSROs’ practices and procedures. In S&P’s case, the first such exam began shortly after 
implementation of the 2007 rules and focused on its ratings of structured finance securities. The 
exam involved dozens of meetings and interviews and the production of a significant volume of 
documents. It resulted in recommendations which we have sought to implement on topics 
including staffing and resource levels, documentation of policies and procedures and potential 
conflicts of interest, and ratings analysis, including surveillance of existing ratings. A second 
SEC examination began in late 2010 and the results of this additional extensive exam are 
pending. 

In practice, the CRARA has also lowered barriers to entry for other credit rating agencies 
to register as NRSROs, and several new NRSROs have been registered in recent years. New 
NRSROs include rating agencies that employ different business models, such as the “investor 
pays” model, and/or different processes and methodologies to determine their ratings. The result 
is an increase in the information and breadth of views available to investors in the market. In our 
view, this is a good development, and S&P welcomes the competition these additional NRSROs 
provide. 
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Amendment of the CRARA by Dodd-Frank: 

The Dodd-Frank Act, signed into law just over a year ago, amends the CRARA to impose 
several new requirements on NRSROs which promote the quality and transparency of credit 
ratings as well as regulatory oversight of the ratings processes. S&P has been active in taking 
steps to comply with the Act. These steps include the formation of a new Board including 
independent members, which is charged with overseeing the establishment, maintenance, and 
enforcement of S&P’s policies and procedures regarding credit ratings and conflicts of interest, 
as well as overseeing the effectiveness of our internal control system with respect to ratings 
policies and procedures. 

Several other Dodd-Frank requirements — many of which S&P had already undertaken 
on its own initiative — and SEC powers are already in effect, or will go into effect pending on- 
going rulemaking by the SEC. These include: 

• The separation of compliance functions from ratings and sales; maintaining 
separations between marketing and analytical activities; and look-back reviews 
when employees leave NRSROs to work for rated entities. 

• Provisions directing NRSROs to consider any information they find “credible and 
potentially significant to a rating decision” as part of the ratings process. 

• Provisions directing NRSROs to refer alleged securities law violations to 
authorities. 

• Whi.stleblower protections: Federal whistle-blower protections are now extended 
to NRSRO employees. 

• Elimination of Statutory References to Credit Ratings: Dodd-Frank requires that 
federal agencies review their use of credit ratings in rules and regulations, and 
that, within two years of enactment of the Act, statutory references to credit 
ratings be removed from several areas of federal law. 

• Initial Credit Rating Assignments for Structured Finance Products: The SEC is 
studying the feasibility and advisability of a proposal which would establish an 
SEC-run assignment sy.stem for initial ratings of structured debt. 
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The SEC’s rulemaking process is underway to implement the requirements of the Dodd- 
Frank Act, and S&P is reviewing those proposed rules closely as part of the public comment 
process. 

The Importance of Analytical Independence: 

We at S&P certainly share the goal of enhancing the transparency, integrity and quality 
of ratings and the ratings process. We also firmly believe that perhaps the most important value 
of ratings is their independence. At its core, a rating is an analytical determination. A group of 
knowledgeable and well-trained analysts, with years of experience working in the financial 
markets, sit down to analyze a set of facts together with historical information to develop a 
forward-looking opinion that others may use as a benchmark in connection with their own 
analysis. For the markets to have confidence in those ratings, they must ultimately represent the 
independent view of the rating agency. That means, of course, that they should be free of undue 
commercial considerations — and S&P is fully committed to that principle — but it also means 
that they must be free of undue regulatory or governmental influence as to their substance. 

S&P supports a transparent system in which the market has the benefit of an NRSRO’s 
complete and independent view of a bond or security, along with a clear understanding about the 
different aspects of creditworthiness that ratings do and do not address. This is far more 
beneficial to the market than a system in which the government mandates what a rating must 
mean or what it must account for. Similarly, the independence of rating agencies to develop 
their own methodologies, rather than be pushed by regulation toward a common methodology, 
mitigates the systemic ri.sk that ratings could become indistinguishable from agency to agency. 
In a global economy where we rate more than 120 sovereign governments, it is particularly 
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important that rating methodologies not become subject to influence by one or more countries 
seeking to benefit its own rating, which would undermine the independence, comparability and 
value of ratings to all. Accordingly, as rulemaking associated with the Dodd-Frank Act 
progresses, it is critical that new regulations preserve the ability of NRSROs to make their own 
analytical decisions without fear that those decisions will later be second-guessed if the future 
does not turn out as anticipated or that, in publishing a potentially controversial view, they will 
expose themselves to regulatory retaliation. Pressures of that sort could only undermine the 
significant progress we believe has been made over the years by rating agencies and regulators 
alike to provide the market with transparent, quality, and genuinely independent opinions about 
the creditworthiness of issuers and their securities. 

I thank you for the opportunity to participate in this hearing, and I would be happy to 
answer any questions you may have. 
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Mr. Chairman, Ranking Member Capuano, and Members of the Subcommittee: 

Good morning. I am Gregory W. Smith, general counsel and COO of the 
Colorado Public Employees’ Retirement Association (Colorado PERA) and 
board member of the Council of Institutional Investors (Council). 

I am pleased to appear before you today on behalf of Colorado PERA to share 
with you my views on the topic of oversight of credit rating agencies 
subsequent to the passage of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act (Dodd-Frank). 

My testimony begins with a brief overview of Colorado PERA and the Council. 
The bulk of testimony sets forth Colorado PERA’s views on five issues that 
Subcommittee staff indicated that I might address as part of my testimony at 
this important hearing: (1) Whether Colorado PERA’s utilization of credit 
ratings has changed since the passage of Dodd-Frank; (2) Whether Dodd- 
Frank’s required removal of references to credit ratings in all federal statutes 
and regulations will benefit Colorado PERA and other institutional investors; (3) 
Whether credit rating agencies have self-corrected their practices since the 
passage of Dodd-Frank; (4) Whether credit rating agencies are held to a 
sufficient level of liability under Dodd-Frank; and (5) Whether the provisions of 
Dodd-Frank intended to improve transparency of credit rating agencies are 
likely to be effective. 
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Colorado PERA* 

Colorado PERA provides retirement and other benefits to more than 476,000 
plan participants and beneficiaries of more than 400 government agencies and 
public entities in the state of Colorado. We are the 21®* largest public pension 
plan in the United States (U.S.) \«ith invested assets of more than $40.2 billion. 
We maintain a diversified portfolio of investments, including approximately 22% 
in domestic fixed income securities, while adhering to a long-term, strategic 
asset allocation policy. 

The Council^ 

Colorado PERA is an active member of the Council of Institutional Investors. 
The Council is a not-for-profit association of public, corporate, and labor 
pension funds with combined assets exceeding $3 trillion. Council members 
are responsible for investing and safeguarding assets used to fund the pension 
benefits of millions of participants and beneficiaries throughout the U.S. Similar 
to Colorado PERA the average Council member has approximately 25% of its 
portfolio in domestic fixed income securities.® 

Over the last three years, the Council has taken an active role on policy issues 
relating to credit rating agencies, including (1) a membership approved 
statement on credit rating agencies and other financial gatekeepers supporting 

’ For more information about Colorado Public Employees’ Retirement Association (Colorado 
PERA), see Colorado PERA's website at httD://www.copera.ora/pera/about/overview.htm . 

^ For more information about the Council of Institutional Investors (Council), see the Council's 
website at http://www.cii.ora/about . 

® Council of Institutional Investors, 2011 Asset Allocation Survey (forthcoming). 


Full Text — Page 2 



135 


continued reforms “to ensure the pillars of transparency, independence, 
oversight and accountability are solidly in place;”'* (2) membership endorsed 
recommendations of the Investors’ Working Group (IWG) on reforming credit 
rating agencies;® and (3) a Council commissioned white paper entitled 
“Rethinking Regulation of Credit Rating Agencies: An Institutional Investor 
Perspective.”® All three items are included as attachments to this testimony. 

Whether Colorado PERA’s utilization of credit ratings has changed since 
the passage of Dodd-Frank 

It is important to note that neither prior to the financial crisis, nor after the 
passage of Dodd-Frank, has Colorado PERA ever relied on ratings, including 
those issued by Nationally Recognized Statistical Rating Organizations 
(NRSROs), as a sole source of buy/sell decisions. Rather, credit ratings are 
used as a part of the mosaic of information we consider during the investment 
process. Many institutional investors approach ratings in the same manner. 
Relying exclusively on ratings would be a failure to fulfill their fiduciary 
obligations. 


"* Council of institutional Investors, Statement on Financial Gatekeepers 1 (revised Apr. 13, 
2010), http://www.cii.orq/UserFiles/file/Statement%20on%20Financial%2QGatekeepers.Ddf 
(see Attachment 1). 

* Investors’ Working Group, U.S. Financial Regulatory Reform: The Investors’ Perspective 19- 
21 (July 2009), 

http://www.cii.ora/UserFiles/file/resource%20center/investment%20issues/lnvestors%27%20W 
orkinQ%20Group%20Report%20(Julv%202009).pdf (see Attachment 2). Following its 
issuance, the Investors’ Working Group (IWG) Report was reviewed and subsequently 
endorsed by the Council board and membership. For more information about the IWG, please 
visit the Council's website at http://www.cii.orq/iwqlnfo . 

** Frank Partnoy, Rethinking Regulation of Credit Rating Agencies: An Institutional Investor 
Perspective (Apr. 2009), 

http://www.cii.ora/UserFiles/file/resource%20center/publications/CII%20White%20Paper%20- 
%20Rethinkinq%20Requlation%20of%20CRAs%20April%202009.pdf (see Attachment 3). 
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As for Colorado PERA, traditionally, our first step in contemplating an 
investment is to define our risk tolerance and then determine what type of 
allocation is necessary to stay within that field. Ratings have proven to be 
useful as a first cut to identify instruments eligible for further consideration and 
analysis. Without such a tool, we and many other investors would have no 
initial way to screen literally tens of thousands of new instruments that we 
consider each year. 

Ratings are also used to aid Colorado PERA in establishing the initial risk 
parameters for both our internal and outside portfolio managers. In addition, 
they serve as an important factor in our decision to participate in short term 
credit facilities, such as cash accounts and money market funds. 

We fully agree with the conclusions of the Financial Crisis Inquiry Commission 
and many others that “the failures of credit rating agencies were essential cogs 
in the wheel of financial destruction.”^ In light of those failures, and the credit 
rating agency provisions of Dodd-Frank, Colorado PERA has begun to 
reevaluate our internal use of credit ratings. We are currently in the process of 
consulting with internal fund managers and outside experts in order to identify 
appropriate alternative measures of risk. We are hopeful that such measures 
can also be used to help define in our investment management agreements the 
level of risk to be taken by individual portfolio managers. The process is a 


’’ The Financial Crisis Inquiry Commission, The Financial Crisis Inquiry Report xxv (Jan. 2011), 
http://www.QDoaccess.Qov/fcic/fcic.pdf . 
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challenging one in that to-date no single appropriate substitute for a robust, 
objective evaluation of credit risk has yet been discovered. 

However, we believe that our initiatives and the contributions of other groups 
wrestling with the same challenge will result in the identification of alternative 
methodologies to efficiently evaluate the risk properties of investment products. 
Ideally, the alternative approach would be an accurate reflection of the risk 
parameters we aim to measure, and be forward-looking, objective, easy to 
verify, and simple to compute. 

In addition to our efforts to identify alternative measures of credit risk, we are 
also working to establish procedures for evaluating the additional disclosures 
rating agencies will be required to make under new SEC proposed rules as 
mandated by Dodd-Frank. Colorado PERA intends to take full advantage of 
the increased disclosure requirements, discussed further below, in order to 
better assess the soundness of an individual credit rating, the risks of the rated 
security itself, and the overall value of a rating agency’s work. 

Whether Dodd-Frank’s required removal of references to credit ratings in 
all federal statutes and regulations will benefit Colorado PERA and other 
institutional investors 

Colorado PERA has some general concerns about Section 939A of Dodd- 
Frank that requires each regulatory agency to review any regulations issued 
that require the use of an assessment of the credit-worthiness of an issuer, 
security or money market instrument and any references to or requirements 
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regarding credit ratings. After identifying such regulations, the agencies are to 
remove any reference to or requirement of reliance on credit ratings and to 
substitute standards of credit-worthiness as each agency deems appropriate. 

Colorado PERA shares legislators' interest in reducing widespread reliance on 
credit ratings in securities industry regulations. We appreciate the difficult task 
the U.S. Securities and Exchange Commission (SEC or Commission) and other 
regulators have been charged. However, we believe the use of a robust 
indicator of credit quality in industry regulations is systemically important to 
controlling risk in the financial system. 

As described above, Colorado PERA has taken deliberate steps to begin to 
identify suitable alternative measures of credit risk. We applaud the work 
regulators, such as the SEC, the Commodity Futures Trading Commission and 
the Federal Reserve, have done thus far to lessen their reliance on ratings. 
However, just as it is not feasible or practical for us or other institutional 
investors to simply stop using credit ratings altogether, it may not be feasible or 
practical for federal agencies to strike, in one fell swoop, ratings from all of their 
rules and regulations. 

Mandates to use ratings have become part of the fabric of financial regulations, 
and cannot be unwoven instantaneously. The more practical course for the 
near term is for the SEC to continue its work to reform the credit rating industry 
with rules promoting transparency, instilling accountability and reducing 
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conflicts of interest. In the long-term, regulators and market participants must 
work in tandem to reduce their reliance on ratings. 

We are concerned that hasty efforts to eliminate credit ratings prior to the 
development of effective substitute tools increases risk to investors, the 
regulatory environment of insurance companies, banking institutions and others 
whose capital and reserve requirements are dependent, in part, upon credit 
ratings, as well as counterparty risk. Therefore, we encourage regulators to 
take a careful, deliberate approach to eliminating references to ratings over 
time. 

Whether credit rating agencies have self-corrected their practices since 
the passage of Dodd-Frank 

While credit rating agencies clearly have made changes to their practices since 
the passage of Dodd-Frank, there remains some stubborn facts indicating that 
industry practices that enabled the financial meltdown are not likely be self- 
correcting. 

First, I would note that the three largest credit rating agencies, that issue about 
98% of the total credit ratings in the U.S.,® continue to operate under a 
fundamentally conflicted system that was a significant factor responsible for the 


° staff of S. Permanent Subcomm. on Investigations, 1 12”’ Cong, Rep. on Wall Street and The 
Financial Crisis: Anatomy of a Financial Collapse 247 (Apr. 1 3, 201 1 ), 
http://hsqac.senate.qov/public/ files/Financial Crisis/FinancialCrisisReport.pdf . 
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inaccurate credit ratings leading up to the financial crisis.® As the Senate 
Permanent Subcommittee on Investigations explained: 


The Subcommittee’s investigation uncovered a host 
of factors responsible for the inaccurate credit 
ratings .... One significant cause was the inherent 
conflict of interest arising from the system used to 
pay for credit ratings. Credit rating agencies were 
paid by the Wall Street firms that sought their ratings 
and profited from the financial products being rated. 
Under this “issuer pays” model, the rating agencies 
were dependent upon those Wall Street firms to 
bring them business, and were vulnerable to threats 
that the firms would take their business elsewhere if 
they did not get the ratings they wanted. The 
ratings agencies weakened their standards as each 
competed to provide the most favorable rating to win 
business and greater market share. The result was 
a race to the bottom.^® 


Second, I would note that that the three largest credit rating agencies continue 
to be run by the same chief executive officer or president that was in charge of 
those respective organizations through all or much of the housing boom, the 
bust and the entire financial crisis.^' Those individuals managed organizations 
that despite record revenues had serious operational problems that contributed 
to their inaccurate ratings.^® Those problems included: (1) rating models that 
failed to include relevant mortgage performance data, (2) unclear and 


® Id at 7. 

Id 

” Deven Sharma was named President of Standard & Poor’s in 2007. Standard & Poor’s, 
About S&P, Americas, http://www.standardandpoors.com/about-sp/manaaement-profiles/en/us 
(last visited July 22, 2011); Raymond W. McDaniel has served as the Chief Executive Officer of 
Moody’s Corporation since 2005. Forbes.com, http://people.forfaes.com/profile/ravmond-w- 
mcdaniel/46481 (last visited July 22, 2011). Stephen W. Joynt has been the Chief Executive 
Office of Fitch Ratings since 2001. Algorithmics, Executive Management, 
http://www.alaorithmics.com/EN/companv/executivemanaaement/1-executive.cfm (last visited 
July 22, 2011). 

Staff of S. Permanent Subcomm. on Investigations at 7. 
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subjective criteria used to produce ratings, and (3) inadequate staffing to 
perform rating and surveillance services.’® 

Whether credit rating agencies are held to a sufficient level of liability 
under Dodd-Frank 

It is widely recognized that credit rating agencies play a gatekeeper role in the 
financial markets, exerting influence over the ability of corporations to raise 
capital and the investment options of many institutional investors.’'* We agree 
with the findings of the Committee on Banking, Housing, and Urban Affairs that 
the credit rating agencies’ gatekeeper role in the financial markets “Justifies the 
same level of . . . accountability that applies to securities analysts, auditors, and 
investments banks."’® The result of those findings, in part, led the U.S. 
Congress to include two complimentary liability related provisions in Dodd- 
Frank.’® 

The first provision, Section 933, establishes a private right of action under the 
federal securities laws for material misstatements made by credit rating 
agencies in informational reports that they are required to file with the SEC.”' 
For example, if a credit rating agency makes a material misstatement in their 
required conflict of interest disclosures to the SEC, the material misstatement 

”;d. 

See, e.g., Frank Partnoy at 1 . 

Comm, on Banking, Hous., and Urban Affairs, 111* Cong., Rep. on S.3217, at 94 (Mar. 22, 
2010), http://bankina.senate.aov/public/ files/RAFSAPostedCommitteeReDort.pdf . 

Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. 1 11-203, 124 Stat. 
1376, at §§ 933, 939G (July 21, 2010), http://www.apQ.aov/fdsvs/Dka/PLAW- 
1 1 1pubi203/pdf/PLAW-1 1 1publ203.pdf . 

” Council of Institutional Investors, Dodd Frank Issue Brief: Requirements Affecting Credit 
Rating Agencies 2 (Apr. 2011) (on file with Council). 


Full Text — Page 9 



142 


could be actionable by an investor under the federal securities laws. Thus, 
Section 933 generally subjects credit rating agencies to the same level of 
liability as other gatekeepers such as certain registered accounting firms and 
security analysts that are required to file reports with the SEC.’® 

The second provision, Section 939G, eliminates a special exemption for 
NRSROs from liability for material misstatements or omissions of fact relating to 
credit rating opinions included in issuers' registration statements.’® The SEC 
originally put the special exemption in place in 1982, in part, to encourage the 
disclosure of credit ratings in registered offering documents.®® 

Section 939G’s elimination of the special exemption for NRSROs places 
NRSROs in essentially the same position as auditors, investment bankers, non- 
NRSRO credit rating agencies, and other financial gatekeepers when they 
include their reports or opinions in registered offering documents.®’ in 
response to the implementation of Section 939G, the major NRSROs 
collectively refused to provide consent to issuers to reference their credit rating 
opinions in registration statements.®® In addition, the SEC staff suspended 
indefinitely the requirement that asset-backed securities offerings include credit 
rating disclosures.®® As a result, credit ratings are generally no longer included 
in issuer offering statements. We note that this result has to-date had little 

See Comm, on Banking, Hous., and Urban Affairs at 99. 

See Investors’ Working Group at 21 . 

Concept Release on Possible Rescission of Rule 436(g) Under the Securities Act of 1933, 
Securities Act Release No. 33-9071, at 9 (Oct. 7, 2009), 
httD://www.sec.aov/rules/conceDt/2009/33-907 1 .pdf . 

Issue Brief at 2. 

Id. 

Id. 
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impact on debt offerings, principally because NRSROs publish their ratings 
widely and contemporaneously.^^ We also note the result is generally 
consistent with the intent of the previously referenced requirement in Section 
939A of Dodd-Frank to remove references to credit ratings in order to reduce 
the perceived over-reliance on ratings by both regulators and investors.^® 

In any event, in our view. Section 939G, like Section 933 of Dodd-Frank, simply 
holds rating agencies to the same level of accountability to investors as other 
financial gatekeepers that serve similar roles in the financial markets.^® Thus, 
Colorado PERA, like many other investors, strongly supports these two 
provisions of Dodd-Frank. 

Whether the provisions of Dodd-Frank intended to improve transparency 
of credit rating agencies are likely to be effective 

As directed by the U.S. Congress through the passage of the Credit Rating 
Agency Reform Act of 2006 (Act), the SEC established a formal registration 
system and rules for credit rating agencies seeking certification as NRSROs. 
While the Act substantially increased the SEC’s oversight of credit raters, the 
rating agencies’ role in the recent financial crisis demonstrated the need for 
additional reform. In response, Congress included a number of provisions in 
Dodd-Frank designed to strengthen the SEC’s oversight authority, address 
conflicts of interest and increase the transparency and accountability of rating 


“ Id. at 3. 

See, e.g., Frank Partnoy at 16. 
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agencies. Implementation of a large majority of those provisions is still in 
progress. We note that recently the SEC issued a proposed rule to implement 
many of those requirements. 

Colorado PERA believes that the following three provisions intended to improve 
transparency of credit ratings and the ratings industry are likely to be most 
effective so long as the SEC is fully able and willing to exercise its oversight 
authority: (1) increased disclosure about individual ratings and the 
methodologies used; (2) enhanced and standardized disclosure of information 
about rating agency performance; and (3) a report on internal controls. The 
following is a brief discussion of each of those three provisions and why we 
believe they are likely to be effective for investors. 

Individual Ratings and the Methodologies Used 

Colorado PERA strongly believes that all financial gatekeepers, including 
NRSROs, should be transparent in their methodologies and avoid or tightly 
manage conflicts of interest.^^ Moreover, as recommended by the IWG, we 
believe more complete, prominent and consistent disclosures of conflicts are 
needed.^® For those and other reasons, we strongly support Section 932 of 
Dodd-Frank, which directs the SEC to adopt rules to require NRSROs to 
publish a form with each credit rating that includes additional details about the 
rating and the methodology used to determine it. Under the SEC’s current 
proposed rule, an NRSRO would be required to disclose along with a rating 

Council Statement on Financial Gatekeepers at 1. 

Investors’ Working Group at 21 . 
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(including an expected or preliminary rating, initial rating, upgrade, downgrade, 
placement on watch, affirmation or withdrawal) the version of the methodology 
used to determine the rating; main assumptions underlying the methodology; 
potential limitations of the rating, including the types of risks excluded (such as 
liquidity); information on the reliability, accuracy and quality of the data used; a 
statement on the extent to which data essential to the determination of the 
rating were reliable or limited; the findings of a third-party due diligence service, 
if used; and information relating to conflicts of interest associated with the 
rating. 

In addition to unchecked conflicts of interest, flawed methodologies and 
inadequate, inaccurate data were core reasons some NRSROs continued to 
issue inflated ratings for complex structured finance instruments leading up to 
and during the financial crisis.^® Colorado PERA firmly believes that if fully 
implemented, the proposed rule would provide a disincentive for rating 
agencies from knowingly issuing ratings based on inaccurate models using 
insufficient, outdated data.^° The transparency that would result from the 
robust disclosure provided by this provision would allow investors the 
opportunity to analyze the assumptions and methodologies an NRSRO used to 
develop a particular rating, and evaluate whether the rating may be based on 
insufficient data or influenced by conflicts of interest. Disclosure of information 
of this sort would also promote more prudent use of credit ratings by investors. 


^ staff of S. Permanent Subcomm. on Investigations at 244. 

See, e.g., Staff of S. Permanent Subcomm. on Investigations at 289. 
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Finally, the proposed disclosures would serve as a vital market-based check on 
NRSROs’ processes and quality of ratings. 

Information about Rating Agency Performance 

Section 932 of Dodd-Frank also requires the SEC to develop rules to require 
credit rating agencies to disclose publicly information on their initial credit 
ratings and subsequent changes to such ratings. The SEC’s current proposed 
rule standardizes the way NRSROs calculate and present information about the 
performance of their initial ratings over time and how often a rated entity or 
product defaulted. The proposal was designed to result in disclosures that are 
simply presented, easy to understand, uniform in appearance and comparable 
across credit rating agencies. 

The proposed enhancements to current performance disclosure rules will allow 
users of credit ratings to easily evaluate the accuracy of ratings over time and 
compare the performance of different credit rating agencies. Without quality 
data, investors have been unable to judge the performance of an NRSRO in 
terms of its ability to accurately assess the creditworthiness of issuers and 
obligors. The new rule will also assist both credit rating users and NRSROs by 
drawing attention to those rating agencies that demonstrate they have superior 
methodologies and competence, thus attracting new clients and enhancing 
competition within the industry. 


Full Text — Page 14 




147 


Report on Internal Controls 

Section 932 of Dodd-Frank builds on the current requirement that credit rating 
agencies have an effective internal control structure and requires each NRSRO 
to submit an annual report to the SEC containing, among other things, an 
assessment of the effectiveness of its internal control structure and its 
compliance with securities laws and the NRSRO’s policies and procedures. 

The SEC’s recent proposed rule addresses this provision and requests 
comment on whether the internal control report should be disclosed to the 
public. 

We believe that it is necessary for the protection of investors and the U.S. 
financial system as a whole that NRSROs’ compliance reports be publicly 
disclosed. Investors and other users of credit ratings would greatly benefit from 
access to this information, in that it would allow users of credit ratings the ability 
to evaluate the effectiveness of a rating agency's internal control structure and 
consider what impact, if any, it may have on the quality of the credit ratings 
issued. 

Dodd-Frank also creates a new Office of Credit Ratings within the SEC charged 
with conducting annual examinations of each NRSRO (we note that due to 
budgetary uncertainties, the formation of this vital office has been postponed). 
Through this office, the Commission must make public an annual report 
summarizing the findings of all NRSRO examinations conducted that year and 
include the responses of NRSROs to identified regulatory deficiencies and 
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whether previous SEC recommendations have been addressed. So long as 
the contents of the report are comprehensive, we expect the publication of this 
report to serve as a deterrent to credit rating agencies from allowing conflicts to 
unduly influence their ratings. The annual examination report would also 
provide investors with valuable information that would help them evaluate the 
independence and value of a rating agency’s ratings. 

That completes my testimony. Colorado PERA and the Council look forward to 
continuing to work closely with this Subcommittee, the SEC and other 
interested parties to ensure that credit rating agencies post Dodd-Frank will 
effectively and efficiently serve the needs of investors and all participants in the 
U.S. financial system. 

Thank you, Mr. Chairman and Ranking Member Capuano for inviting me to 
participate at this important hearing. I look forward to the opportunity to 
respond to any questions. 
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Statement on Financial Gatekeepers 


The Council of Institutional Investors believes financial gatekeepers should be 
transparent in their methodology and avoid or tightly manage conflicts of 
interest. Robust oversight and genuine accountability to investors are also 
imperative. Regulators should remain vigilant and work to close gaps in 
oversight. Continued reforms are needed to ensure that the pillars of 
transparency, independence, oversight and accountability are solidly in place. 

Auditors, financial analysts, credit rating agencies and other financial “gatekeepers" play 
a vital role in ensuring the integrity and stability of the capital markets. They provide 
investors with timely, critical information they need, but often cannot verify, to make 
informed investment decisions. With vast access to management and material non- 
public information, financial gatekeepers have an inordinate impact on public confidence 
in the markets. They also exert great influence over the ability of corporations to raise 
capital and the investment options of many institutional investors. 

In recent years, the global financial crisis and financial scandals on Wall Street and at 
operating companies from Enron to Tyco have cast a harsh light on flawed structures 
and practices of gatekeepers. In many cases, poor disclosure, conflicts of interest, 
minimal oversight and lack of accountability helped mislead many market participants 
into making investment decisions that ultimately yielded huge losses. The crisis of 
confidence in the markets that followed spurred regulators and lawmakers to scrutinize 
and rein in gatekeepers. 

The Sarbanes-Oxley Act of 2002 and the “global settlement” with Wall Street firms in 
2003 bolstered the transparency, independence, oversight and accountability of 
accounting firms and equity analysts, respectively. For example, accounting firms now 
are barred from providing many consulting services to companies whose books they 
audit. And banks are not allowed to include analysts in investment banking 
“roadshows” and must make analysts’ historical ratings and price target forecasts 
publicly available. 

Credit rating agencies largely escaped meaningful oversight until the passage of the 
Credit Rating Agency Reform Act of 2006. While the act has improved disclosure and 
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competition in the rating industry, more transparency, stronger regulation and genuine 
accountability are still needed. Investigations by Congress and the Securities and 
Exchange Commission (SEC) have uncovered repeated instances where credit raters 
inflated ratings on structured financial products to win business from firms that issued 
the debt. And rating agencies continue to face minimal accountability for the fairness or 
quality of their ratings. The Council welcomes further examination of financial 
gatekeepers by regulators, lawmakers, academics and others, to determine what 
changes, including new rules and stronger oversight, are needed. 


(Adopted April 13, 2010) 
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About the Investors' Working Group 


D uring the summer of 2008, the CFA Institute Centre for Financial Market Integrity and 
Council of Institutional Investors began exploring the idea of commissioning a study on 
financial regulatory reform. Both organizations were concerned that investor views were 
missing in the ongoing national debate about overhauling the U.S. system of financial regulation. 
The U.S. Treasury Department's "Blueprint for a Modernized Financial Regulatory Structure," 
released in March 2008, largely ignored investor considerations, focusing instead on making U.S. 
markets more globally "competitive” by reducing costs for public companies and financial 
institutions. 

The result was the launch in February 2009 of the Investors' Working Group (IWG). This 
independent, non-partisan panel was formed to provide an investor perspective on ways to 
improve the regulation of U.S. financial markets. The IWG worked collaboratively to seek 
agreement on the recommendations. This report fairly reflects the consensus views of the group 
on myriad reforms. However, not all IWG members agreed with every recommendation in the 
report. 

Our report could not be more timely. Over the past year, the worst financial crisis since the Great 
Depression has brought markets to the brink of collapse, toppled iconic financial institutions and 
forced repeated government bailouts. The debacle has wiped out retirement savings for millions of 
Americans and crippled the economy. It also has changed fundamentally the terms of the debate 
about regulation. Calls to unshackle Wall Street and let markets police themselves no longer 
dominate. Instead, the focus of the discussion now is on making the U.S. system of regulation more 
comprehensive, effective and responsive to the needs of investors, consumers and the broader 
financial system. 

This report offers an essential roadmap to that destination. It suggests practical, near-term 
improvements and longer-term, aspirational reforms, some of which may require further study. 

But all of our recommendations are guided by a profound commitment to restoring confidence in 
our markets by ensuring that regulation serves the needs of investors. Strong investor safeguards 
are a prerequisite for market stability and integrity and a vibrant U.S. financial system. 







William H. Donaldson, CFA 
Co-Chair, 
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Arthur Levitt, Jr. 

Co-Chair, 
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0¥ERVIEW 


T he credit crisis has exposed the faulty underpinnings of the U.S. financial services sector. The 
fundamental flaws are glaring: gaps in oversight that let purveyors of abusive mortgages, 
complex over-the-counter (OTC) derivatives and convoluted securitized products run amok; 
woefully underfunded regulatory agencies; and super-sized financial institutions that are both "too 
big to fail" and too labyrinthine to regulate or manage effectively. Too often, the complexities of 
the regulatory system and the institutions it is supposed to police benefit institutions, dealers and 
traders at the expense of investors and consumers. 

Designing a more rational financial services sector will take time, thoughtful analysis and political 
will. The findings of the Financial Crisis inquiry Commission, which is to report to the U.S. Congress 
on the origins of the market meltdown and measures to ensure that such catastrophes do not 
happen again, are critical to that effort. What is at stake— the integrity of the U.S, financial 
system~is too important to rush the review. 

In the near term, there are critical, practical steps that the federal government can take to put the 
U.S. financial regulatory system on a sounder footing and make it more responsive to the needs of 
investors. The Obama Administration's regulatory reform plan, announced on June 17, 2009, is a 
start. The Investors' Working Group (IWG) supports many of these recommendations but 
advocates a bolder set of near-term measures to strengthen investor and consumer protections and 
check systemic risks that threaten the health of the financial system. 

The IWG believes that the U.S. needs a process for dealing with threats to the broader financial 
system, but we also believe that bolstering investor and consumer protection is paramount. The 
lack of sufficient authority, resources and will on the part of regulators helped fuel the financial 
meltdown at least as much as the absence of systemic-risk oversight. 

To address these shortcomings, reform in the near term should focus on: 

Strengthening and reinvigorating existing federal agencies responsible for policing financial 
institutions and markets and protecting investors and consumers. To achieve this goal, the will to 
regulate must.be restored. , LighMouch federal regulation has met with disastrous results, as has^:: a 
starving agencies of, needed resources. . For example,:the U.S. Securities and Exchange 
Commission's (SEC) funding has not kept pace with the explosive growth of the securities markets -s 
over the past two decades. Today, the agency monitors 30,000 entities, including more than 11,000 
investmerit aiivisers, ut5,32 fjercent in onlytheiast four years. Even so, in the three’yearsfrom^^^«:« 
2005 to 2do7i; the SECs budgets were flat or;dei8mih^K; T v . 


{ • } 
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Filling the gaps in the regulatory architecture, and in authority oyer certain investment firms, 

institutions and products. For example, OTC derivatives contracts should be subject to 
comprehensive regulation; credit rating agencies sbould,be subject to more meaningful oversight 
and greater accountability for theinratingspinwestHieBtnjafvagers, including, managers of hedge 
funds and private equity, should be reqaifedteregistertwith the SEC; originators of asset-backed 
securities (ABS) should have some "skin in the game”; and regulators should be given resolution 
authority, analogous to the Federal Deposit tesarance.Gorporation's (FDICj authority for failed 
banks, to wind down or restructure troubled systemically significant non-banks. 

Improving corporate governance. The financial crisis represents a massive' breakdown in oversight 
at many levels; including at corporate boards; investors need better tools to hold directors 
accountable so they will be motivated to cHallenge executives who pursue excessively risky 
strategies. Measures to make it easier for shareowners to nominate and elect directors are a good 
place to start. " 

Since the financial crisis erupted, fear that the failure of large financial institutions could have 
devastating repercussions throughout the U.S. financial system has prompted unprecedented 
government intervention in the markets and the private sector. Consequently, much of the debate 
about financial reform has focused on the need to monitor and address future systemic risks. The 
U.S. regulatory framework was not designed to monitor and respond to risks to the entire financial 
system posed by large, complex and interconnected institutions, practices and products. 

The IWG believes that the appropriate way to address this immediate need is for Congress and the 
Administration to authorize the creation of an independent Systemic Risk Oversight Board (SROB). 
Ideally, the SROB would have the authority and highly skilled staff to 1) collect and analyze financial 
institutions' exposures, practices and products that could threaten the stability of the financial 
system and 2) recommend steps that existing regulators should take to reduce those risks. 

This approach represents a middle ground between the systemic risk regulator advocated by the 
Administration and the "college of cardinals" model of oversight by the heads of existing federal 
regulators that some leading lawmakers propose. The IWG views both approaches with skepticism. 
A council of regulators would have blurred lines of authority— ultimately no one would be in charge 
or accountable— and could be hamstrung by the usual jurisdictional disputes. The Administration's 
approach, which envisions the U.S. Federal Reserve Board as systemic risk regulator, has more 
serious drawbacks. The Fed has other, potentially competing responsibilities— from guiding 
monetary policy to managing the vast U.S. payments system. Its credibility has been tarnished by 
the easy credit policies it pursued and the lax regulatory oversight that let institutions ratchet 
higher their balance sheet leverage and amass huge concentrations of risky, complex securitized 
products. Other serious concerns stem from the Fed's regulatory failures— its refusal to police 
mortgage underwriting or to impose suitability standards on mortgage lenders— and the heavy 
influence that banks have on the Fed's governance. 
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The Systemic Risk Oversight Board's collection and analysis of data, with an eye on emerging 
systemic risks, would be informed by the Financial Crisis Inquiry Commission's parallel efforts to 
understand the root causes of the current crisis. The tandem investigations would help guide 
policymakers as they consider overall regulation of the financial services sector, including the 
eventual locus, scope and powers of a systemic risk regulator. Until then, the oversight board 
would monitor systemic threats and refer appropriate steps to existing regulatory agencies-the 
Treasury, the Fed and Congress. 

While our report focuses on near-term needs, we recognize that there is a larger, long-term agenda. 
Restructuring the hodge-podge of financial regulators and key financial institutions is dearly an 
imperative, regardless of how politically arduous the task. Policymakers need to map out a path 
toward a more rational, less conflicted financial system. Steps they should consider include: 


Designating a systemic risk regulator, with appropriate scope and powers. One option wouio ue 
for the Systemic Risk Oversight Board to evolveTiito a regulator; 

Adopting new regulations for financial services that will prevent the sector from becoming 
dominated by a few giant and unwieldy institutions. New rules are needed to address and balance 
concerns about concentration and competitiveness. 


Strengthening capital adequacy standards for ail financial institutions. Too many financial 
institutions have weak capital underpinnings and excessive leverage. 


Imposing careful constraints on 
companies. Proprietary trading creates pote 
especially at institutions that operate with explicit 
banks should focus on their primary 



|institutions and their holding 
andcpnfiicts of interest, 
ment guarantees. Ultimately, 

Consolidating federal bank regulators and market regulators. Regulation oi hanks anri other 
depository institutions may bessteamlined through the appreciate consolidation of prudential 
regulators. Similarly, efficienciesj^ay be obtained through the;jnerger of the SEC and the 
Commodity Futures Trading Commlssiot^l^lft^): S 


Studying a federal role in the oversight of insurance companies. The current state-based 
regulation makes for patchwork supervision that has proven inadequate to the task. 


The IWG believes that the goal of the longer-term effort should be a simpler yet more 
comprehensive regulatory net, stronger overseers and manageable, better-governed financial 
institutions that will not pose "too big to fail" threats. The new financial order that emerges must 
ensure appropriate safeguards for investors, investors, in turn, must focus on sustainable, risk- 
adjusted performance, recognizing that pressing investment advisers and executives of portfolio 
companies for quick returns can spur out-on-a-limfa behavior in pursuit of fast but often ephemeral 
profits. 
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The regulatory overhaul should not stop at the water's edge. Financial markets are increasingly 
global. U.S. financial institutions generate a growing share of their revenues and assets overseas. 
Washington policymakers must lead a fresh effort to forge international consensus on key elements 
of the regulation of global markets, players and products. U.S. leaders should also press for greater 
sharing of information among national regulators and harmonization of rules and practices. In 
contrast to other recent global initiatives, however, the focus should be on raising standards, not 
weakening them. 

This report is intended to ensure that policymakers fully consider and reflect on making regulatory 
changes that serve investors, consumers and the broader financial system. A balance is needed 
among many interests. In particular, building a U.S. financial system that correctly balances 
efficiency, global competitiveness, and investor and consumer protection is enormously 
challenging. It is also an opportunity, however, to put the U.S. financial system on a firmer, more 
rational footing and ensure that it serves the needs of investors. Strong investor protections are 
integral to restoring trust, stability and vibrancy to U.S. financial markets. The IWG believes this 
plan of action is the best way forward toward that goal. 
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Outline of Recommendations 


I. Investor AND Consumer Protections 

A. S trengthening Existing Federal Regulators 

• Congress and the Administration should nurture and protect regulators' commitment to 
fully exercising their authority. 

• Regulators should have enhanced independence through stable, long-term funding that 
meets their needs. 

• Regulators should acquire deeper knowledge and expertise. 

B. Closing the Ga ps for Prod ucts. Players and Gatekeepers 

OTC Derivatives 

• Standardized derivatives should trade on regulated exchanges and clear centrally. 

• OTC trading in derivatives should be strictly limited and subject to robust federal regulation. 

• The Financial Accounting Standards Board (FASB) and the International Accounting 
Standards Board jIASB) should improve accounting for derivatives, 

» The SEC and the CFTC should have primary regulatory responsibility for derivatives trading. 

• The United States should lead a global effort to strengthen and harmonize derivatives 
regulation. 

Securitized Products 

• New accounting standards for off-balance-sheet transactions and securitizations should be 
implemented without delay and efforts to weaken the accounting in those areas should be 
resisted. 

• Sponsors should fully disclose their maximum potential loss arising from their continuing 
exposure to off-balance-sheet asset-backed securities, 

• The SEC should require sponsors of asset-backed securities to improve the timeliness and 
quality of disclosures to investors in these instruments and other structured products. 

» ABS sponsors should be required to retain a meaningful residual interest in their securitized 
products. 

Hedge Funds, Private Equity and Investment Companies, Advisers and Brokers 

• All investment managers of funds available to U.S. investors should be required to register 
with the SEC as investment advisers and be subject to oversight. 

• Existing investment management regulations should be reviewed to ensure they are 
appropriate for the variety of funds and advisers subject to their jurisdiction. 

• Investment managers should have to make regular disclosures to regulators on a 
real-time basis, and to their investors and the market on a delayed basis. 
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Hedge Funds, Private Equity and Investment Companies, Advisers and Brokers (cent.) 

• Investment advisers and brokers who provide investment advice to customers should 
adhere to fiduciary standards. Their compensation practices should be reformed, and their 
disclosures should be improved. 

• Institutional investors— including pension funds, hedge funds and private equity firms— 
should make timely, public disclosures about their proxy voting guidelines, proxy votes cast, 
investment guidelines, and members of their governing bodies and report annually on 
holdings and performance. 

Non-Bank Financial Institutions 

• Congress should give regulators resolution authority, analogous to the Federal Deposit 
Insurance Corporation's authority for failed banks, to wind down or restructure troubled, 
systemically significant non-banks. 

Mortgage Originators 

• Congress should create a new agency to regulate consumer financial products, including 
mortgages. 

• Banks and other mortgage originators should comply with minimum underwriting 
standards, including documentation and verification requirements. 

• Mortgage regulators should develop suitability standards and require lenders to comply 
with them. 

• Mortgage originators should be required to retain a meaningful residual interest in all loans 
and outstanding credit lines. 

Nationally Recognized Statistical Rating Organizations (NRSROs) 

• Congress and the Administration should consider ways to encourage alternatives to the 
predominant issuer-pays NRSRO business model. 

• Congress and the Administration should bolster the SEC's position as a strong, independent 
overseer of NRSROs. 

• NRSROs should be required to manage and disclose conflicts of interest. 

• NRSROs should be held to a higher standard of accountability. 

• Reliance on NRSRO ratings should be greatly reduced by statutory and regulatory 
amendments. Market participants should reduce their dependence on ratings in making 
investment decisions. 

C. Corporate Governance 

• In uncontested elections, directors should be elected by a majority of votes cast. 

• Shareowners should have the right to place director nominees on the company's proxy. 

» Boards of directors should be encouraged to separate the role of chair and CEO or explain 
why they have adopted another method to assure independent leadership of the board. 

• Securities exchanges should adopt listing standards that require compensation advisers to 
corporate boards to be independent of management. 

• Companies should give shareowners an annual, advisory vote on executive compensation. 

• Federal clawback provisions on unearned executive pay should be strengthened. 
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II. Systemic Risk Oyersight Board 

• Congress should create an independent governmental Systemic Risk Oversight Board. 

• The board's budget should ensure its independence from the firms it examines. 

• All board members should be full-time and independent of government agencies and 
financial institutions. 

• The board should have a dedicated, highly skilled staff. 

• The board should have the authority to gather all information it deems relevant to systemic 
risk. 

» The board should report to regulators any findings that require prompt action to relieve 
systemic pressures and should make periodic reports to Congress and the public on the 
status of systemic risks. 

• The board should strive to offer regulators unbiased, substantive recommendations on 
appropriate action. 

• Regulators should have latitude to implement the oversight board's recommendations on a 
"comply or explain" basis. 
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I. Investor AND Consumer Protections 

T he Investors' Working Group believes that strengthening existing regulatory agencies, closing 
gaps in the regulatory structure, enhancing consumer and investor protections and improving 
corporate governance are the most important steps Congress and the Obama Administration can 
take to restore the integrity of the financial system and the stability of financial markets. 

Background 

When the financial meltdown began, regulators for the most part had enough information and 
should have recognized the signs but did not, or could not, stop the downward spiral. One reason is 
that regulators lacked the requisite will, resources and expertise. Another is that the web of 
regulatory supervision that covers the U.S. financial services industry is riddled with holes. Some 
are intentional. For example, the OTC derivatives market has been expressly exempted from 
virtually all federal oversight. But even in regulated parts of the markets, the oversight fabric is not 
knit tightly enough. 


A. .Sti eiigthenin g Existing Federal Regulators 

W hile the IWG acknowledges that regulatory failures were a major contributing cause of 
the financial debacle, we believe that the right solution is to reinforce, rather than 
abandon, the existing regulatory framework. 

Above all, regulators must be committed to promoting policies that are good for consumers, 
investors and the financial markets. Although the will to regulate cannot be legislated. Congress 
can encourage vigorous regulation through general oversight and its specific role in providing advice 
and consent regarding nominees to lead financial regulatory agencies. Structural and financial 
changes can also help strengthen regulatory agencies by making them more independent of the 
industries they supervise and allowing them to hire staff with deep knowledge of complex products 
and rapid financial innovation. Consolidating agencies as appropriate can help bolster and 
streamline financial regulation so long as mergers are crafted with a keen understanding of the 
differences between existing regulators and the markets and institutions they supervise. 

Background 

Since 1980, a dramatic shift in the financial regulatory system has occurred. Vigorous governmental 
oversight was abandoned as regulators placed their faith in the ability of markets to self-police and 
self-correct. Even as the credit crisis unfolded in early 2008, the prevailing view in the industry and 
among many agency chiefs and government leaders was that too much regulation, rather than too 
little, was eroding the competitiveness of U.S. markets. 
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The IWG believes that this view is misguided. The financial crisis has revealed that insufficient and 
ineffective oversight, not over-regulation, paved the way to financial turmoil. 

Beyond a misplaced faith in markets, regulators lacked the will, knowledge and resources to flexibly 
respond to rapid financial innovation and market expansion. Poor funding and a lack of 
independence allowed an anti-regulatory ideology to permeate regulatory agencies. The 
Congressional appropriations process helped to undermine robust oversight. Fearful of political 
budgetary retaliation, agencies grew reluctant to exercise their authority fully in certain areas. It is 
no coincidence that these pockets of poor oversight proved to be sources of great risk. 

Specific Recommendations f c. ;TCFSy::F;F;;: - . . ■ . v 

. 1 . Congress and the Administration should nurture and protect regulators' commitment to fully 
exercising their authority. Congress and the Administration should amend statutory tenguage 
establishing various financial regulators to prominently include provisions requiring that the 
Pfesideht consider potential appointees' detennination to exercise.Vigorous oversight and their i S ; 3;; 
commitment to the regulatory mission. Congress iShOuld be vigilant In exercising ite gebei;ab|S®;i|;i 
supervisory authority and thoughtfully carry out teobligation to provide advice anppphsip|itp:|li®i 
ensure that nominees possess the resolve to regulate effectively.; 

The- President, Congress and agency leaders must yvorls to fostet 3 ,a:.culture of regulatory 
professionalism that rewards highrquality work and instills a community of purpose: Such a culture : 
is rooted iri steadfast devotion to vigorous oversight and enforcement. Regulators should be 
encouraged to exercise the greatest supervision where the need is greatest, including over the most 
complex and rapidly expanding institutions, products and markets. Resistance to regulation in 
these often highly lucrative areas is likely to be intense. Staff should be rewarded for asking tough 
questions, pursuing difficult cases and thinking outside the bounds of conventional wisdom, A 
healthy tension and skepticism between regulators arid those they oversee should be prom'oted as 
■aih3!lmaik:of'exemplary:regulatiQn...,;3:33y,., . 

2. Regulators should have enhanced independence through stable, long-term funding that meets 
their needs. All federal financial regulators should.have the resources and independeiicb to .fulftll : 
thetr.missiori effectively , without, political. interference or dependence bn the firms theVcevfespeM^^^^^^ 
The IVyG encoufages Congress and the Adrhinistfatipn; to consider ways to develop mechanismsifGr s 
stable, long-term funding. To ensure that fundingrfceeps pace with rapid market changes and 
financial innovation, Congress, the Administration and regulators should periodically reevaluate the 
resources each agency needs to fulfill its mission. To the extent possible, agencies should have 
funding flexibility to respond to these changesohtheir own. 
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3. Regulators should acquire deeper knowledge and expertise. The speed with which financial 
products and services have proliferated and grown tnore complex has outpaced regulators' ability 
to monitor the financial waterfront. sStaffinglevelsTaited to keep pace with the growing work load, 
and many agencies lack staff with the necessary expertise to grapple with emerging issues. Political 
appointees and senior civil service staff should have a wide range of financial backgrounds. - 
Compensation should be sufficient to attraettop^notch talent. In addition, continuing education 
and training should be dramatically expanded and officially mandated to help regulators keep pace 
with innovation. Although we recogniz&that thef'cevdlvingdBOr" between regulatory agencies and 
the private sector can lead to abuse, we befievethat both the public sector and the private sector 
can benefit from people with experience in botb,s:ln: parttcolat/agencies should explore ways of 
recruiting individuals from the private sector to improve the. regulators' ability to understand and; » 
keep up with complex financial and market innovation's. And those who have served in regulatory 
agencies can assist market players in understandingithe. perspective of regulators and the need for 
regulations.- • •' 


B. Closing t he Gaps for Products. Players and Gatekeepers 

I he nation's regulatory umbrella should be comprehensive. Specifically, it should be 
» broadened to cover important financial products, players and gatekeepers that lack 
meaningful oversight, Critical gaps that urgently need attention include OTC derivatives, securitized 
products, investment managers, mortgage finance companies and credit rating agencies. 

OTC Derivatives 


A ll standardized (and standardizable) derivative contracts currently traded over the counter 
should be required to be traded on regulated exchanges and cleared through regulated 
clearinghouses. Any continuing OTC derivatives trading should be limited strictly to truly 
customized contracts between highly sophisticated parties, at least one of which requires a 
customized contract in order to hedge business risk. What remains of the OTC derivatives market 
should be subject to a robust federal regulatory regime, including reporting, capital and margin 
requirements. 

Background 

OTC derivatives generally are bilateral contracts between sophisticated parties. They include 
interest rate swaps, foreign exchange contracts, equity swaps, commodity swaps and the now. 
infamous credit default swaps (CDS), along with other types of swaps, contracts and options. It is 
widely acknowledged that OTC derivatives contracts, and particularly CDS, played a significant role 
in the current financial crisis. For December 2008, the Bank for International Settlements reported 
a notional amount outstanding of $592 trillion and a gross market value outstanding of $34 trillion 
for global OTC derivatives. This enormous financial market was exempted from virtually all federal 
oversight and regulation by the Commodity Futures Modernization Act of 2000 (CFMA). 
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Although OTC derivatives have been justified as vehicles for managing financial risk, they have also 
spread and multiplied risk throughout the economy in the current crisis, causing great financial 
harm. Warren Buffett has dubbed them "financial weapons of mass destruction." Problems 
plaguing the market include lack of transparency and price discovery, excessive leverage, rampant 
speculation and lack of adequate prudential controls. 



Spc< ijic l\cc:nnini('ntlnlini}s 


1 . .Standardized derivatives should trade on regulated exchanges and clear centrally. Corigrcivs 
and the Administration should enact legislation overturning the exemptive provisions of the CFIVIA :; 
and requiring stahdardized (and standardizable) derivatives: contracts to.be traded on feguiatfid. :;;: 
derivatives exchanges and cleared throughrregulatedderivatives clearing operations- ; legal pEjSafg:; 
requirements based on those established:m:thetejnTOodity exchange Act fOrdesigtSlited conitilclif: 
markets and derivativesdeafing operations should apply to such tradirig and clearing. These v: : vs 
requirements would allow effective government oyecsighf and enforcement efforts/ensurejpcice^ s 
discovery,' openness and transparency, reduce leverage and specutatipn and limit counterparty risk. 
Although requiring central clearing alone would mitigate counterparty risk, it would not provide the 
essential price discovery, transparency and regulatory oversight provided .by exchange 


2. OTC trading in derivatives should be strictly limited and subject to robust federal regulation. 
AniOTC marketfs necessarily much less trahs^reht OndPfhuch more difficutt tO;regij|ateTf^h1aft|: 
exchange market. If trading OTC derivatives is perrpitted to continue, such trading should be strii 
limited to truly customized contracts between highly sophisticated parties, at least one of which 
requires such a customized contract in order to hedge business risk. Congress and the 
Administration should enact legislation limiting the eligibility requirement for OTC derivatives 
trades to highly sophisticated and knowledgeable parties and requiring that at least one party to 
each OTC contract should certify and be prepared to demonstrate that it is entering into the 
contract to hedge an actual business risk. This limitation to trading on the OTC.market would 
permit entities to continue to hedge actual business risks butwould reduce the current pervasive 
speculation in the market 


A federal regulatory regime is needed for any continuing OTC market. OTC derivatives de 
should be required to register, maintain recordsand report transaction prices and volumi 
federal regulator,: : They should be subject to adequate capital requirements and business 
standards, including requirements to disclpse cOdtraet terms and risks to their dustomefl 
trades should be subject to federally imposed margin, requirements, .and ail large market; 
participahts: should be subject to capital requirements; In addition, transaction prices ant 
of OTC derivatives should be .publicly reportedoHva timeiy basis. 


All market participants sHquId'be subject to federal fraud and manipuiation prohibitions, 

recordkeeping and reporting requirements, and position limits if imposed by the federal regulator: 
The regulator should have broad powers to oversee the: market and all its participants, including^ i 
powers to require additional reporting and inspection of records and to order positions to be = 
eliminated or reduced, Federallegal prohibilidns shpuld be enacted to prohibit the use of OTC 
derivatives to misrepresent financial conditiprj or lo'ayOid federal laws. 
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3, The FASB and lASB should improve accounting for derivatives, A tiiorough and comprehensive 
review of accounting rules related to derivative inslfumentsTs needed. The goals of this review 
should be to ensure consistent reporting about these instruments and to ensure full disclosure for 
the benefit of investors, counterparties and regulators. To make informed decisions, investors and 
those entering into counterparty relationships need information about these positions. 

■i Tno SEC and the CTTC should have primary regulatory responsibility for derivatives tiadin,-;. 
Currently, the SEC and the GFTC each have.regulatory.responsibilities for certain portions of 
derivatives trading, depending on the nature oTthe derivatives product and/or the type of exchange 
on which it is traded. Those agencies have the experience and sophistication, to oversee derivatives 
markets and should act as the primary regulators ofcbbth exchange trading and any continuing OTC 
market. It is important that federal standards for derivatives trading be comprehensive and 
consistent and that agency jurisdiction over sucbslrading be clearly delineated. For this.reason? the . 
SECandthe CFTC must agree on appropriate regulatofy standards and on their respective . 
regulatory responsibilities, and the terms of suGbagreement . should be enacted into law. 

5. The United States should lead a global effort to strengthen and harmonize derivatives 
regulation. Because the OTC derivatives market is global, U.S. financial regulators should work with 
foreign authorities to strengthen and harmonize standards for derivatives regulation irrtemationally! 
and tdenhance international cooperation in enforcerh'ent and information sharing. 

Securitized Products 


I nvestors have had a difficult time understanding securitized instruments because of the lack of 
i information about them and the confusing manner in which this information is reported, both to 
the shareowners of the issuing company (or sponsor), and to investors in these often complex 
products. This opacity stems in part from securitized products' absence from sponsors' balance 
sheets. Moreover, securitized products are sold before investors have access to a comprehensive 
and accurate prospectus. 

The IWG believes that accounting standards setters should improve the quality, appropriateness 
and transparency of reporting related to off-balance-sheet transactions and securitizations by 
sponsoring institutions. The SEC should develop new rules for the sale of asset backed securities 
that give investors in these products a reasonable opportunity to review disclosures before making 
a decision to invest. Sponsors of ABS and structured products should have to retain a meaningful 
interest in the underlying assets they securitize. Lastly, while the status of government-sponsored 
enterprises (GSEs) is currently in limbo, the IWG believes the GSEs or their successor enterprises 
should be subject to the same securities regulations that apply to all other sponsors when they 
issue ABS. 

Background 

Beginning in the 1980s, banks and other lenders began repackaging mortgage loans and other 
predictable cash flows into asset-backed securities. Some $3 trillion were outstanding by year-end 
2008. 
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Both investors in these securities and the shareowners of their sponsoring organizations lack crucial 
information needed to judge their true risk. The off-baiance-sheet accounting treatment of 
securitizations masks from shareowners of the sponsoring company the potential costs of 
deterioration in the quality of the assets underlying the instruments. Consequently, shareowners of 
a sponsoring company may not appreciate the impact on the company of deterioration in the 
quality of the underlying loans. In addition, the off-balance-sheet treatment allows the sponsor to 
reduce the amount of capital supporting the underlying loans by as much as 90 percent. Significant 
capital shortfalls can thus occur when a sponsor chooses to support these securitizations (whether 
according to or beyond the terms of the securitization) by bringing them back onto its balance 
sheet. 

Beyond poor accounting and disclosures by the sponsors of securitized products, institutions that 
invest directly in these securities have been ill-served by existing disclosures. In particular, investors 
often have to decide whether to invest in an ABS issuance based not upon a detailed prospectus but 
rather on a basic term sheet with limited information. Although these investors could choose not 
to invest under such terms, doing so would lock them out of many ABS transactions. Institutions 
feared that this lockout would be inconsistent with their fiduciary duty to find the best investments 
for their clients, Investing before reviewing a prospectus, however, limits the ability of investors to 
perform adequate due diligence. 

Accounting and disclosure problems were even more severe at the GSEs, As government-chartered 
corporations, the SSEs were able to operate as major sponsors of mortgage-backed securities, even 
though they were not subject to the same regulations as other participants. As recent events have 
shown, an implicit government guarantee does not protect investors from systemic failure. 
Consequently, investors need to have relevant information that will help them review, analyze and 
make reasoned and informed investment decisions about securities and firms that might be 
affected by the financial performance and condition of GSEs. Although the GSEs' future is uncertain 
at this time, the IWG believes that they or their successors should have to adhere to the same 
regulations as other securities issuers. 

Notwithstanding the serious lack of crucial information about securitized products, the IWG 
recognizes that investors need to be more diligent. Some investors effectively outsourced their 
investment due diligence to third parties, such as credit rating agencies, without fully understanding 
the nature of the collateral underlying the bonds, the purpose of the rating or the rating agency’s 
conflicts of interest that may have colored its ratings. Investors must pay more attention to these 
details, which are critical to understanding the risks and opportunities of ABS investments. 

Specific Recommendations 

1. New accounting standards for off-balance-sheet transactions and securitizations should be 
implemented without delay and efforts to weaken the accounting in those areas should be 

resisted. The IWS applaudirthp recent action byAe fASB finalizing accounting standards that limit 
exemptions for consolidating off-balance-sheet entities arid require more information about - 

securitization transactions. Efforts to water down or delay the implementation of thosfe new : 
requirenients should be vigorously resisted.- 


{ » } 



171 


U.S. Financial Regulatory Reform: The Investors' Perspective 


2. Sponsors should folly disclose their maximum potential loss arising fTcnn rh-. ir continuing 
exposure to off-baiance-sheet asset-backed securities. Sponsoring companies with off-balance- 
sheet exposure to ABS that they sponsored' ahd/or are servicing should be required to provide full 
disclosure about how these exposureseouldssftectrshafeowners if the firm returns the related 
assets and liabilities to their balance sheetSMMei:eftbahsparent disclosure would permit investors to 
better:understand the amount and type offoansthat sponsorsare originating.and:,the amount of 
leverage they could create. The disclosure wouldplso provide investors with information about 
pngding changes in loan quality and underwriting standards anddhe potential risks those changes 
may create in the future. In particutarpsuch-dfsctosorei alsoshould.describe how those actions 
could affect the sponsoring firm's capital andfjqoidity positions, earnings and.future. business. , 
prospects if the firm repurchases the loans ontoiits;ba}ance sheet; 

3. The SEC should require sponsors of asset-backed securities to improve the timeliness and 
quality of disclosures to investors in these instruments and other structured products. Current 
rules allowing sponsors to issue asset-backedsecurities via shelf registetidnprpwdi fch^plglyijv^^ 
inadequate disclosures to potential investors in these products. : Because each ABS offering involves 
a new and unique security, the IWG does not beiieve the SEC should allow such issuances to be 
eligible for its normal shelf-registration procedures. Instead, the. SBC should develop^a Teg|§t|'ifl|: 
regirne for such asset-backed secUrihesthat wprtdf^quirelssuers tomake prospectuses aUpf|il3||S| 
for potentiaf investors in advance of their purchasing decisions. These. prospectuses should :disclQse; 
important information about the securities, inciuding the terms of the . offerittgtK^ftKiSiliiiSpdfe t 
the sponsor, the issuer and the trust, and details about the collateral supporting the securities. 

Such new rules would give investors critical information they need to perform due diligence on 
offerings prior to investing. It would also create better opportunities for due diligence by the 
underwriters of such securities, thus adding additional levels of oversight of the quality and 
appropriateness of structured offerings. ' 

4. ABS sponsors should be required to retain a inrieaningful residual interest in their securitised 
products. Having "skin in the game" wo'uld make sponsors more thoughtful about the quality of ' 
the assets they securitize. Sponsors should have toVetam a meaningful residual interest in ABS 
offerings. Hedging these retained dxpdsu'fes should be prohibited. 

Hedge Funds, Private Equity and investment Companies, Advisers and Brokers 

A ll investment managers of funds available to U.S. investors should be required to register 
with the SEC as investment advisers so that they are subject to federal scrutiny. All 
registered fund managers should have to make periodic disclosures to regulators about the current 
positions of their funds, and should make regular, delayed public disclosures of their funds' 
positions to help their investors and other market participants understand the associated risks. 
Regulators should conduct a full review of rules governing investment managers and their funds to 
ensure that they adequately address the different types of investment vehicles and practices 
subject to those rules. In order to improve the quality of advice provided to retail investors and to 
protect them from abusive practices, the SEC should be empowered to reform compensation 
practices that create unacceptable conflicts of interest, improve pre-sale disclosures, and subject all 
those who provide personalized investment advice, including broker-dealers, to a fiduciary duty. 
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Regulators should also be empowered to oversee new participants and products as they emerge 
and have adequate resources for timely and careful examinations. 

Background 

Many hedge funds, funds of hedge funds and private equity funds operate within the "shadow" 
financial system of unregulated non-bank financial entities. These funds and their managers have 
been exempt from regulation because of a combination of factors related to the number and 
relative sophistication of investors they serve and the size of assets under management. 

Unencumbered by leverage limits, compliance examinations or full disclosure requirements, many 
hedge funds and private equity funds operate under the radar. Their ability to take on enormous 
leverage, in particular, enables them to hold huge positions that can imperil the broader market. If 
market trends move against a hedge fund or a private equity fund and it is forced to liquidate at 
fire-sale prices, prime brokers, banks and other counterparties could be subject to significant losses. 
Even market participants who have no direct dealings with the fund could be battered by the 
resulting plunge in asset prices and liquidity squeeze. Registration would afford a degree of 
transparency and oversight for these systemically important market players. It would at least 
ensure disclosure of basic information about the managers and funds and make them eligible for 
examination by the SEC. 

Oversight of the intermediaries that investors rely on in making investment decisions has failed to 
keep pace with dramatic changes in the industry. These changes include the development and 
rapid growth of the financial planning profession and changes in the full-service brokerage business 
model to one that is, or is portrayed as being, largely advisory in nature. Nevertheless, a series of 
decisions by regulators over the years allowed brokerages to call their sales representatives 
"financial advisers," offer extensive personalized investment advice and market their services based 
on the advice offered, all without regulating them as advisers. 

As a result, investors are forced to choose among financial intermediaries who offer services that 
appear the same to unsophisticated eyes, but who are subject to very different standards of 
conduct and legal obligations to the client. Most significantly, investment advisers are required to 
act in their clients' best interest and disclose ail material information, including information about 
conflicts of interest, whereas brokers are subject to the less rigorous suitability standard and do not 
have to provide the same extensive disclosures. 

Meanwhile, although investors are encouraged to place their trust in "financial advisers," 
compensation practices in the industry are riddled with conflicts of interest that may encourage 
sales of products that are not in clients' best interests. The disclosures that investors are supposed 
to rely on in making investment decisions are often inadequate and overly complex and typically 
arrive after the sale-long past the point when they could have been useful to investors in analyzing 
their investment options. 
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As innovation produces new institutions, products and practices, federal regulators must be able to 
bring them under their jurisdiction, too. One important lesson of the recent crisis is that as financial 
products and services proliferate and become more complex, they often fall through the regulatory 
cracks. Extending the scope of examinations will require additional funding for regulators and 
ultimately result in more effective regulation. 


Specific Kecomineiidutions 

Ail investment managers of funds available to U.S. investors should be required to register 
with the SEC as investment advisers and be subject to oversight. All investment advisers and 
brokers offering investment advice should hawstomeet uniform registration requirements; 
regardless pf the a mdiint of assets under management,: the type of product they offer or the 
sophistication of irtvestors they serve. Exemptions from registration should not be permittedi c 
although smaller advisory firms should eontinuestobe overseen.by state regulators: 

2. Existing investment management regulations should be reviewed to ensure they are 

appropriate for the variety of funds and advisers subject to their Jurisdiction. The frequency and 
extent of regulatory examinations should be’determined by the nature and size of the firm. The 
exam process should be augmented by independent third-party reviews and reporting: s 
.shpuldbeqnipowered to extend their Jurisdictional reach to- cover eme/gihg p3fticipahftSnd|||ig| 
prpdUjrtsi , , \ 

3. Investment managers should have to make regular disclosures to regulators on a real-time 
basis and to their investors and the market oh a delayed basis. Because of the potential systemic 
risks associated with investment managers, and their interconnections with other systemically 
important financial institutions, the IWG believes that all investment managers should have to 
disclose their positions to regulators on a confidential but real-time basis. This would allow 
regulators to recognize large and growing exposures and fake steps to limit their impact. 

The IWG also .believes that hedge funds and other private pools of capital should make ;regular but :a: 
delayed public, disclosures about their positions. Delayed disclosure would provide investors a 
window investment strategies while preventing other investors from "front- 

running" those game plans, It would also give the market at large an understanding of the degree 
pf .risk inherent ifi the iri.yestrnent strategies. 1n fight of new trading techniques and products . 
available, regulators .should reexamine how often investment companies are required to report 
their holdings to investors and the market;^ ^ 


! Investment advisers and brokers who provide investment advice to customers should have to 
adhere to fiduciary standards. Their compensation practices should be reformed and their 

disclosures improved. All investment professionals, including broker-dealers who provide 
personalizecf investment adyice, should be subject to a fiduciary duty to act in their cflehts' best' 
interests arid to disclose materia.tirjfbrmatibn. Cbrhpehsation practices thatehcoUrage inyestment 
professionals to make recommendations that are notin.their clients' best interests should be 
reformed. Disclosures should also be improved to easure that investors receive pre-engagement 
disclosure to aid them in selecting an investmentiprdfessional and clear, plain English, pre-sale 
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disclosure of key information about recommencted investments. This would provide an added level 
of protection to both retail and institutional clients. 

5. Institutional investors— including isension funds, hedge funds and private etjuity firms— should 
make timely public disclosures about their proxy voting guidelines/ proxy votes cast, investment 
guidelines, and members of their governing bodies and report annually on holdings anci 
performance. Investors who champion best drsefosufe practices at portfolio companies have a 
responsibility to play by similar rules. Best disclosure practices for institutional investors would 
foster transparency and accountability throoghduTthe capita) markets, thus enhancing confidence 
in the markets. They would also strengthen fiduciary ties between fund beneficiaries and trustees 
and guard against misuse of fund assets and abusesof the power inherent in . large pools of capital. 
Specifically, institutional investors should make timely, public disclosures about their proxy voting 
guidelines, proxy votes cast, investment guidefines, members of their.governing.bodies and report 
annually on holdings and performance. 

Non-Bank Financial Institutions 

I ongress should enact legislation granting appropriate regulators resolution authority for 
^tas^faltering non-bank financial institutions. Such authority should include explicit powers to 
seize, wind down and restructure troubled institutions deemed "too big to fail." The IWG 
generally supports the Administration's proposal for this new authority but does not take a position 
on where it should be vested and how it should be implemented. 

Background 

In the 1930s, chaotic and costly bank failures motivated Congress and President Roosevelt to 
empower federal regulators to seize and wind down, in an orderly fashion, illiquid and insolvent 
banks. The financial crisis of 2008 included, in particular, a run on several large firms operating in 
the non-bank financial system. No mechanism existed, however, to deal with the failure of large, 
complex, interconnected non -bank institutions, such as Bear Stearns, Lehman Brothers or American 
International Group (AIG). As a result, federal bailouts were ad hoc and inconsistent, fueling further 
market chaos that threatened the entire financial system. 

Specific Recommendation 

Congress should give regulators resolution authority, analogous to the FDIC's authority for failed 
banks, to wind down or restructure troubled, systemicaliy significant non-banks. Banks are no 
longer the primary systemicaliy significant players in oiir financial system. The disorderly failure of 
la,rg;e» interconnected investment banks,,insurets:and;other institutions could also trigger cascading 
failures throughout the financial system, A carefully; designed resolution regime for large non-banks 
would prdvide .niuch needed marketstabiiity by ensuring thatthe essential functions of failed 
institutions .continue relatively, uninterrupted. Consideration also should be given to expanded use 
of the Bankruptcy .Code. ; Ah orderly liquidatiDfl or restructuring would also hetp mininaize fhe.cost 
to taxpayers over the long run., , h y. 
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Mortgage Originators 

A ll banks and other mortgage lenders should be required to meet minimum underwriting 
standards. They should also adhere to baseline standards for documenting and verifying a 
borrower's ability to repay and for ensuring that loans and credit lines they issue are appropriate 
for particular borrowers. A new consumer product oversight agency could help ensure that 
mortgage lenders adhere to such standards and requirements. Mortgage lenders should be 
required to retain a meaningful residua! interest in all loans and credit lines they originate. 

Background 

Over the past 20 years, the link between mortgage underwriting and origination and retention of 
the risk of repayment has become increasingly attenuated. Although mortgage bankers and 
brokers, as well as some bank loan officers, have always been paid on the basis of the size of the 
loan and its characteristics, it has become common for brokers and others to be paid more for loans 
with higher interest rates or other characteristics (such as prepayment penalties) that in fact make 
it harder for borrowers to repay. The practice encouraged steering borrowers to loans for which 
they were not qualified and falsifying income and other data so borrowers could get loans they 
could not afford. Lenders that quickly sold loans to packagers of securitized products had little or 
no interest in the borrowers' ability to repay. Ultimately, investors who purchased mortgage- 
backed securities shouldered the credit risk. 


The lack of meaningful federal oversight of consumer credit product providers exacerbated the off- 
loading of risk to investors. Without minimum standards and oversight applied consistently to all 
mortgage lenders, many of the largest mortgage originators "regulated" themselves— and 
competition drove down standards. The consequences were disastrous for borrowers, lenders, 
communities and the economy as a whole. 


Specific Recommendations 

1. Congress should create a new agency to regulate consumer financial products, including 
mortgages. The financial crisis has demonstrated that mortgage originators cannot exercise 
necessary market seif-discipline and that currentreguiatory structures, where they . exist, .have ; 
failed to provide appropriate protection for both cdhsumers and investors. The IWG supports the 
Administration's call for a nevir federal , agency to regulate consumer financial products and payment 
systems. The agency should have broad rulpmaSWgj dyersight and enforcement authority. 


2 Banks and other mortgage originators should comply with minimum underwriting standards, 
including documentation and verification requirements. Mortgage originators will make more 
responsible lending decisions if they face mihitnum underwriting standards that are subject to 
rfeviesy by federaf and state regulators. These standards should be based on a realistic appraisat.of 
the borrowlr's ability to repay the debt, takingimtoaccoont any features that ■would increase the 
payments in the future. Such standards shbuld also require rnprtgage ori|inatbrs to obtamland 
verify key financial information from ali borrowers and to obtain and retain evidence that the 
borrower has seen and agreed with this iriforraation;before a.ioan is closed, Federai and state 


{ } 



176 


II.S. Financial Regulatory Reform; The investors' Perspective 


regulators should monitor all mortgage originators for compliance with these practices. These 
changes should reduce the "race to the bottom" that characterized the last decade. 

3. Mortgage regulators should develpp^uftabBity standards and require lenders to comply with 
them. This will help ensure that mortgage cbrhpanies consider carefully whether a particular credit 
product is appropriate for a particular borrower. Tntrovative features in mortgage products can help 
certain borrowers. But these should betaitored tOseach; borrower's needs and ability. to repay, and 
originators should be required to offereonsumersthe/best possible mortgage rates, fees and terms 
for which they qualify. 

4. Mortgage originators should be required to retain a meaningful residual interest in all lu'.ns 
and outstanding credit lines. Having "skin in the game" would make lenders more thoughtful 
aboutthe credit-worthiness of potential borrowecsisMortgage lenders should be required to retain 
a meaningful interest in all loans and outstandingocredlt lines they generate. Federal and state; 
regulators should be empowered to determine thevmmimum holding period and.related.terms and 
conditions. Lenders should be prohibited from hedging these exposures. 

Nationally Recognized Statistical Rating Organizations 

ffiswapaw 

I he failure of Nationally Recognized Statistical Ratings Organizations to alert investors to the 
• risks of many structured products underscores the need for significant change in the 
regulation of credit rating agencies. Congress should grant the SEC greater authority to scrutinize 
NRSROs. Congress and the Administration should consider steps to encourage alternatives to the 
predominant, issuer-pays NRSRO business model. Congress also should eliminate the safe harbor in 
Section 11 of the Securities Act of 1933 that shields rating agencies from liability for due diligence 
failures. And to deter investors from relying too heavily on rating agencies, lawmakers and 
regulators should remove or diminish provisions in laws and regulations that designate minimum 
NRSRO ratings for specific kinds of investments. 

Background 

Credit ratings issued by NRSROs are widely embedded in federal and state laws, regulations and 
private contracts. Ratings determine the net capital requirements of financial institutions globally 
under the Basel li capital accords. They also dictate the primary types of investment securities that 
money market funds and pension funds may hold. Partly as a result, many institutional investors 
have come to rely on credit rating agencies as a basic investment screen, a problem that is 
exacerbated by the lack of adequate disclosures in the sale of asset-backed securities. 

Despite the semi-official status of NRSROs as financial gatekeepers, the rating agencies face minimal 
federal scrutiny. The Credit Rating Agency Reform Act of 2006 did not much alter that "light-touch" 
oversight. Although it standardized the process for NRSRO registration and gave the SEC new 
oversight powers, those powers were limited. It also expressly ruled out any private right of action 
against an NRSRO. 
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The central role that rating agencies played in the financial crisis makes such limited oversight 
untenable. The leading NRSROs— Fitch Ratings, Moody's Investors Service and Standard & Poor's 
Ratings Services— maintained high investment-grade ratings on many troubled financial institutions 
until they were on the brink of failure or collapse. And well into the credit crisis, NRSROs 
maintained triple-A ratings on complex structured financial instruments despite the poor and 
deteriorating the quality of the sub-prime assets underlying those securities. 

The conflicted issuer-pays model of many NRSROs contributed to their poor track record. Most 
NRSROs are paid by companies and securitizers whose debt they rate. With their profitability 
dependent on the rapidly growing business of rating structured finance products, rating agencies 
appear to have been all too willing to assign the high ratings that originators and underwriters 
demanded. Questions about the quality of their ratings continued to rise in recent years even as 
they rated more and more complicated instruments. 

But credit rating agencies' statutory exemption from liability also keeps NRSROs from having to 
answer for their shoddy performance and poorly managed conflicts of interest. Credit rating 
agencies have long maintained that their ratings are merely opinions that should be afforded the 
same protection as the opinions of newspapers and other publishers. Judicial rulings have tended 
to support their claim to protected status. 

To be sure, some investors relied too heavily on NRSRO ratings, ignoring warning signs such as the 
rating agencies' notorious failure to downgrade ratings on Enron and other troubled companies 
until they were on the brink of bankruptcy. And some investors ignored or failed to comprehend 
the fundamental differences between ratings on structured securities and ratings on traditional 
debt instruments. 

Statutory and regulatory reliance on ratings encourages investors to put more faith in the rating 
agencies than they should. If the rating agencies cannot dramatically improve their rating 
performance, they should be weaned from such official seals of approval. At the very least, legal 
references to ratings should make clear that reliance on them does not satisfy the requirement that 
investors perform appropriate due diligence to determine the appropriateness of the investments. 
In other words, ratings should be seen not as a seal of approval for certain investments but as 
defining the investments that should not be considered for a particular purpose. 

The IWG recognizes that it is not practical to abolish the concept of NRSROs and erase references to 
NRSRO ratings in laws and regulations, at least not with one stroke. Mandates to use ratings are 
embedded in many financial rules. The more practical course for the near term is to reform credit 
rating agency regulation and to work toward reducing or removing references to credit ratings in 
laws and regulations. 
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SpedflcRecoinmeBdalions . , c 

1. Congress arid the Administration should consider ways to encourage alternatives to tin- 
predominant issuer-pays NRSRO business model. In addition, the fees earned by thP NRSROs 
should vest over a period oftime equal to the aweiiage.duralion of the bonds.. Fees should vest 
based on the performance of the originafTatirigs.and.changes to those ratings over time relative to 
the credit perforfnahce of the bonds.”tCr»d}t»atit®agenciesthal continue to operate under the 
issuer-pays roodef should be subject to the strietesferegulations: . 

2. Congress and the Administration should bolster the SEC's position as a strong, independent 

overseer of NRSROs. The SEC’s authority to regulate ratirsg agency practices, disclosures and 
conflicts of interest should be expanded andster^hened. The SEC should also tje empowered to 
Coordinate the reduction,of reliance on;ratings;5ffl5K!3{!8sssiS'- : ,aE,s’“ 

3. NRSROs should be required to manage and disclose conflicts of interest. As an immediate step, 
NRSROs should be required to create an executiweslevel compliance officer position.;! 

complete, prominent and consistent disclosuresiof conflicts of interest are alsoneede^ij^ii'Cr^l^ 
raters'Should disclose the namedfahy cliertt: tt)Bt:generates more than 10 perceht'oil|s|i|ciifC!j||S:i 
revenues'. : ; ■ . ; 

4. NRSROs should be held to a higher standard of accountability. Congress should eliminate the 
effective exemption from liability provided to credit rating agencies under Section 11 of the 
Securities Act of 1933 for ratings paid for by the'issuer or offering participants. This change would 
make rating agencies more diligent about the ratings process and, ultimately, more accountable for 

NRSROs should not rate products for which they lack sufficient information and expertise to assess. 
Credit rating agencies should only rate instruments for which they have adequate information and 
should be iegatly vulnerable if they do othervvise,.„This would effectively limit their ability to offer 
ratings for certain products. For example, rating agencies should be restricted frorh ratirig'apy 
product that has a structure dependent on marfret pricing. They should not be fiermiiteaifp 'fate 
apy |rS jiuS where they cannot .dtsclose the specifics of the underlying assets. Credit rating 
a|ehc}p 5 shpuld be restricled from taking the metrics and methodology for one class ofrinwestmenta 
to rate PhothefciaSSwithoutcompellihlevidehceof comparability. 

5. Reliance on NRSRO ratings should be greatly reduced by statutory and regulatory amendments. 
Market participants should reduce their dependence on ratings in making investment decisions. 

Many s&iutes and rules that require certaininvestots to hold only securities with specific: ratings; : 
encpuraged sortie investors to rely too heavily on credit ratmgs. Eiiminatihg these safe harbors over 
time, or clarifying that reliance on the rating does not satisfy due diligence obligations, would force 
investdrsld seefcadditidnal and alternativeiSs^KmirvtSdf credit risk. 
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C. Corporate Governance 


I nvestors need better tools to hold managers and directors accountable for their actions. 

Improved corporate governance requirements would also help restore trust in the integrity of 
U.S. financial markets, in particular, shareowners' ability to hold an advisory vote on the 
compensation of senior executives, as well as their ability to nominate and elect directors, must be 
enhanced. Board independence should also be strengthened. 

Background 

The global financial crisis represents a massive failure of oversight. Vigorous regulation alone 
cannot address all of the abuses that paved the way to financial disaster. Shareowner-driven 
market discipline is also critical. Too many CEOs pursued excessively risky strategies or investments 
that bankrupted their companies or weakened them financially for years to come. Boards were 
often complacent, failing to challenge or rein in reckless senior executives who threw caution to the 
wind. And too many boards approved executive compensation plans that rewarded excessive risk- 
taking. 

But shareowners currently have few ways to hold directors’ feet to the fire. The primary role of 
shareowners is to elect and rernove directors, but major roadblocks bar the way. Federal proxy 
rules prohibit shareowners from placing the names of their own director candidates on proxy cards. 
Shareowners who want to run their own candidates for board seats must mount costly full-blown 
election contests. Another wrinkle in the proxy voting system is that relatively few U.S. companies 
have adopted majority voting for directors. Most elect directors using the plurality standard, by 
which shareowners may vote for, but not against, a nominee. If they oppose a particular nominee, 
they may only withhold their votes. As a consequence, a nominee only needs one "for" vote to be 
elected and unseating a director is virtually impossible. 

Poorly structured pay plans that rewarded short-term but unsustainable performance encouraged 
CEOs to pursue risky strategies that hobbled one financial institution after another and tarnished 
the credibility of U.S. financial markets. To remedy this situation, stronger governance checks on 
runaway pay are needed. 

Specific Recommendations 

1. In uncontested elections, directors should be elected by a majority of votes cast. At many U.S. 
public companies, directors in, uncontested elections are elected by a plurality of votes cast. An : 
uncontested election occurs when the number oMireGtor candidates equals the number of 
available board seats. Plurality yotihg in, dHcohlested Situations results in "rubber stamp," elections. 
Majority voting in uncpntestedjelections ensures that shareowners' votes count and makes 
directors more accountable to shareowners;; MuraUty voting for contestecf elections should be 
allbwed because investors have a more meaningful choieeiin those elections. 
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2. Shareowners should have the right to place director nominees on the company's proxy. In the 

United States; unlike most of .Suropjepthe orityitteyahat^fiareownersiCan r un their own candidates 
is by waging a full-blown election Gontestii ptintingaiKtiJBaiUogtheir own proxy cards to 
shareowners. For most investors, that feonereussandiprohibitively expensive. A measured right of 
access would invigorate board electionsianfl;m#te;hoards more responsive to shareowners, more 
thoughtfui about whom they nominate to serveiasdirectors and more vigilant in their oversight of 
companies. ’ Federal securities laws should beamended to affirm the SEC's authority. to promuigate 
rules allowing shareowners to place their nominees for directors on the compariy'S proxy card. 

3. Boards of directors should determine whether the chair and CEO roles should be separated ci 
whether some other method, such as lead director, should be used to provide independent booi d 
oversight or leadership when required. Boards of directors should be encouraged to separate the 
roles of chair and CEO or explain why they have adopted another method to assure independent 
leadership of the board. 

4. Exchanges should adopt listing standards that require compensation advisers to corporate 
boards to be independent of management. Compensation consultants play a key role in the pay- 
setting process; But conflicts ofinterest may lead them to offer bia,sed>dvicev 

provide compensation consulting services to boa*ds.atsQ provide other kirid$,df 
management, such as benefits administration, human resources consulting and actuartal setwiGes; 
These qther services can be far more lucrative than advising compensation committees.veopfiictS iof 
intefest contribute to a ratcheting-up effect for executive pay. They should be minimited and 
disclosed.' - .' F; 

5. Companies should give shareowners an annual advisoi|f vote on executive compensation. 
Nonbinding shareowner votes on pay would make board ci&mpensation committees more careful 
about doling out rich rewards to underperforn^f^ft^' arid thus would avoid the embarrassment 
of shareowner rejection at the ballot box so- called "say onpay" votes would open up dialogue 
between boards and shareowners about pay 'concerns. 

6 Federal clawback provisions on unearned executive pay should be strengthened. Clawback 
poUcies discojj.rage executives from taking questionable actions that temporarily iiftishatsvpricesa 
but ultimately result in financial .restatementsF Seniotrexecutives.shpuid be required to :felurBi:^^A 
unearned bonus and incentive: Rayfriehts that were awarded as, a result Of fraudulent actiVi%«:y 
incorrectly stated financial results or some other cause. The Sarbanes-Oxley Act of ZOOZ^tequired:*: 
boards to go after unearned CEO income, but the, Act's language |s too narrow. It applies onlyiin ;:: :^:^^: ; 
cases where misconduct is proveii-^which occurs tarely because .mostcases result in settlementss s:: 
where charges are neither adrnitted nor denied^-and only covers CEO .and CFO compensation. 

Many courtsy mOreover., have refused to allow this provision to be enforced via private rights of 
action.ly, 
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II. Systemic Risk Oversight Board 

T he Investors' Working Group believes there is an immediate need to monitor and respond to 
risks to the entire financial system posed by large, complex, interconnected institutions, 
practices and products and supports the creation of an independent Systemic Risk Oversight Board 
to supplement, not supplant, the functions of existing federal financial regulators. The mission of 
the board should include collecting and analyzing the risk exposure of bank and non-bank financial 
institutions, as well as those institutions' practices and products that could threaten the stability of 
the financial system and the broader U.S. economy; reporting on those risks and any other systemic 
vulnerabilities; and recommending steps regulators should take to reduce those risks. 

The Systemic Risk Oversight Board would fill an immediate void on systemic issues, and its future 
would be shaped by the findings of the Financial Crisis Inquiry Commission. 

Background 

The current U.S. system of financial regulation was not designed to monitor and respond to risks to 
the entire financial system posed by the interconnectedness of complex institutions, practices and 
products. To properly address the range of significant threats to the broader financial system, we 
need better and more coordinated information about a wide range of exposures. Mechanisms to 
identify and assess information on rapidly expanding markets and products also are critical. 

Many factors contributed to the financial crisis, including excessive leverage, lax mortgage 
underwriting standards and a weak understanding of the risk profiles of complex securitized 
products. Just as devastating, however, was the absence of any oversight mechanism to track and 
sound early warnings about the extent to which financial institutions had taken on excessive 
leverage or held dangerously large concentrations of specific securities. 

Individual exposures and the interconnections between institutions with significant exposures were 
misunderstood or not recognized and, in many cases, hidden from view. AIG was widely recognized 
as the king of credit-default swaps. But few appreciated that AlG's activities in the CDS market 
could not just produce catastrophic losses for the company; they imperiled dozens of AlG's 
counterparties too. The failure to count and connect the dots applied to highly regulated entities as 
well as those, such as hedge funds and private equity firms, which were lightly or not at all 
supervised. Even now, regulators world-wide are still sorting out the number and interrelations of 
many structured financial instruments. 

One dear lesson of the financial crisis is the need for an ongoing effort to aggregate and analyze 
relevant risk exposure information across firms, securities instruments and markets. This oversight 
must keep up with financial innovation and be able to coordinate with regulators outside the 
United States. And it must suggest corrective steps before particular risks grow big or concentrated 
enough to threaten entire markets or economic sectors. 
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By taking a panoramic view, a Systemic Risk Oversight Board would be quicker to recognize 
emerging threats than would regulators that tend to focus more narrowly on the safety and 
soundness of individual institutions or on conduct that harms consumers and investors, in 
particular, the board would be able to identify practices designed to escape regulatory attention 
and other efforts by firms or individuals to exploit the cracks between various agencies' 
jurisdictions. 

Much of the discussion surrounding systemic risk oversight has focused on two alternative 
approaches. One is to set up a strong systemic regulator in the more traditional sense: an agency 
with statutory authority that permits it to analyze and take direct action to contain or defuse 
emerging systemic risks before they wreak havoc. The other approach envisions a hybrid advisory 
council that would be a research- and information-sharing body with formal regulatory powers to 
address systemic imbalances. This "college of cardinals," as Senator Mark Warner (D-VA) has 
dubbed it, would have regulatory and enforcement authority and perhaps consist of the heads of 
key financial regulators. 

The IWG believes both of these approaches have major drawbacks. First, the Administration and 
others in favor of a macro regulator with expansive, plenary authority over systemic risk regulation 
envision the Federal Reserve playing that role. But that would vest far too much authority in an 
agency whose credibility has been damaged by its own part in the financial cataclysm. The Fed's 
easy credit policies, pursued with the aim of stimulating the economy, enabled financial firms to 
lever up to sky-high levels and amass large concentrations of risky complex securitized products. 
The potential for conflict between monetary policy, the Fed's primary responsibility, and systemic 
oversight also argues against making the Fed the systemic risk regulator. 

The Federal Reserve's existing duties are daunting enough. Besides crafting monetary policy, the 
Fed also supervises bank holding companies and the U.S. activities of foreign-owned banks and 
manages the vast U.S. payments system. Regulating systemic risk would heap too much 
responsibility on the Fed's already-full plate. Finally, the Federal Reserve's tendency to favor 
secrecy over public disclosure could undermine transparency and crucial consumer and investor 
protections. 

The IWG also is concerned about systemic oversight via a coordinating council of existing financial 
regulators. Such a council would add a layer of regulatory bureaucracy without closing the gaps 
that regulators currently have in skills, experience and authority needed to track systemic risk 
comprehensively. 

The IWG believes that a Systemic Risk Oversight Board would strike an appropriate balance 
between the two models. We advocate immediate creation of an independent board vested with 
broad powers to examine information from both bank and non-bank financial institutions and their 
regulators. The board would also have the authority to make recommendations to the appropriate 
regulators about how to address potential systemic threats. Regulators would either have to 
comply or justify an alternative course of action. In this way, existing regulators would still have the 
primary role in addressing systemic risk but could not ignore the board's findings or advice. 
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The long-term approach to systemic risk issues and the role of the Systemic Risk Oversight Board 
should hinge on the results of the Financial Crisis Inquiry Commission. One option would be for the 
Systemic Risk Oversight Board to evolve into a full-fledged regulator, if that is what policymakers 
determine is best. 

Specific RecDminendations 

1. Congress should create an independent governmental Systemic Risk Oversight Board, i o 

function efficiently, the boiard should corvsistoha-chaitrand no more than four other members: All 
should be presidential appointees confirmed: by thertfiS, Senate. The board would be accduiilable 
prirhMilyto Congress. ^ c ' - ' 

2. The board's budget should ensure its independence from the firms it examines. Funding snould 

sustainable to attract and retainrhighly competent bbard members and staff, r c 
Appropriate funding options include an industry assessment fee similartoThat of the Public y ViSg: ; 

GornpanyAcebuntingOversight Board (PCA06)c v:«i:v:: . ■ ' ; ' ; TisSSS 

3. All board members should be full-time and independent of government agencies and financial 
institutions. Members should possess broad financial market knowledge and expertise. 

ColiectfVeiy, the members should have backgrounds in investrnent practice, Tisk'niaha||^|ii|ap8TT 
modeling, market operations, financial engineering and structured products, investment analysis, 
'co'urrterpartymatters'and.fotensicaccounting.vrr 

4. The board should have a dedicated, highly skilled staff. Staffers should have a range of key skills 
and expcrif-ncrs and work exclusively for the board. They should be experts who unders'.arid ihs; 
components and complexities of systemic risk and how to fully examine critical interconnections 
between firms and markets. To attract and retain top-notch individuals, staff and board member 
salaries should be commensurate with those of the PCAOB. 

5. The board should have the authority to gather ail information it deems relevant to systemic 
risk, The IW6 believes that federal regulators do not currently have the full scope and depth of ■ 
informatioh they need to understand systemic risks in the U.S. financial system, much les? the- . 
behavior of those risks in the context of global markets. For the Systemic Risk Oversight Boafd to : 
have that capability, it should develop a timety way to identify a broad range of threats emaftatingis 
from: institutions, markets, practices, fihahciaTihsfrutfientS and emergifig products. ThereforeFthe.; 
board should have the legal authority to gather alt the financial information it deems necessary to: 
■asSesssystemievulnerabilities.- 

Defining such threats is hot a static process. Systemic- risks dp not lurk only in systemically 'i f* 
significant institutions. Highly concentrated market segments or critical financial instruments can - 
threaten the health of the financial system. Risk may be baked into regulation in ways that are not 
well understdpa. For exaniple, the financial crisis has revealedthe danger to the markets of rules 
that make credit rating agencies gatekeepers.for issuing debt without ensuring that they are 
independent and accountable for the accuracy of their ratings. 
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The board would need to developi'ap'prppjdteijabsAaegSjfoTitetBrmining which entities to 
examine and what ihformatiomto;rewiewSltesfeiaMMd3iaMegree;;QfTlexib!lity so that its focus and 
examinatjons cbuid adjust to shifts in market conditions'. The board and staff should be able to use 
their professional judgment to determine the scope of analysis for financial institutions, products or 
practices. The board should also haveftheJattfte^fOiMreieonsuttants and. Other experts as 
needed. ' .■rsss. S i - 'F-' ^ 

6. The board should report to regulators any findings that require prompt action to rei'etc 
systemic pressures and should make periodic reports to Congress and the public on the status ot 
systemic risks, if appropriate, the board would also report its findings to specific companies and 
other institutions. The board should take steps to mitigate any severe market reactions or 
disruptions that could occur as a result of its reiwrtSisHowThe board, reports its .activities and . 
findings should take into consideration theeonfldentialTiatifre of much of .the information itwill ; 
gather and the potential for market mayhem if information is not dealt with prbpeflw' 

The board should also provide comprehensivepperipdic reports on fhe state of SystefniSjililifQiaff^ 
relevant regulators and Congress or committees des%hated by Congress.as well as the public; ;: As 
appropriate, the board should consult Vvith systemic risk overseers outside the y;ni|ed:|t^®,T 
board.shduld 'consult with regulators and Congress about the. nature of any ioformatio'B te 
publicly: ■ V' .v . T ^ vF"'' 

7. The board should strive to offer regulators unbiased, substantive recommendations on 
appropriate action. As an independent monitor, the board should identify firms and markets that 
are at risk before significant damage is done. This might entail identifying exposures, modeling 
potential solutions and communicating those recommendations fully and clearly to regulators. 
Regulators should determine whether and how to implement the board's recommendations. 

Where appropriate, the board should coordinate its recommendations with those of overseas 
systemic risk overseers. iisiaiiiaf:. 'v' ' vTF'v ' "v' : 

8. Regulators should have latitude to implemeh't the oversight board's recommendations on a 
"comply or explain" basis. Regulators are generally better positioned to understand the 
operational and practical implications of a proposed regulatory action, and a regulator may.believe 
that it would be appropriate to refine or modify a, recommendation of the board. For this reason, 
the IW*5 does not believe.that.the Systemic Risk. Oversight Board should have regulatory authority 
or other powers to force a ragulator to implementa recommendation. 

Instead, the recommendations would shift the.onus of systemic risk mitigation onto.regulatorSTbyiis 
requiring them eitherto 1) adopt and implementthe recommendationfsl as suggested, 2) refine s: ; : 
and'modify the recommendations as they deem necessary, or 3) reject them and take no further 
action or follow another course. In the case of; options 2 or 3 above, the regutator wooldIpfSvide 
the, board a detailed explanation of its responsev This should include a discussion of any atternative 
approach to addfess the Systemic risk the board identified. The regulator should also address any 
concerns or issues that could emerge if Its alternative approach is not consistent with the 
coordinated response of other regulators. If the: board-is not satisfied with the regulator'sv . 
response, it should communicate its concerns to theiPresident and appropriate Congressional 
authorities. -F ■ . . . 
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About the CFA Institute Centre for Financial Market Integrity 

The CFA institute Centre for Financial Market Integrity develops timely, practical solutions to global 
capital market issues, while advancing investors’ interests by promoting the highest standards of 
ethics and professionalism within the investment community worldwide. It builds upon the 40-year 
history of standards and advocacy work of CFA Institute, especially its Code of Ethics and Standards 
of Professional Conduct for the investment profession, which were first established in the 1960s. In 
2007, the CFA Institute Centre published Self-Regulation in Today's Securities Markets: Outdated 
System or Work in Progress?, a report that explored the failure of the current system of self- 
regulation to keep pace with the dramatic evolution of the global economy. 

About the Council of Institutional Investors 

The Council of Institutional Investors is a nonprofit association of public, union and corporate 
pension funds with combined assets exceeding $3 trillion. Member funds are major long-term 
shareowners with a duty to protect the retirement assets of millions of American workers. The 
Council strives to educate its members, policymakers and the public about good corporate 
governance, shareowner rights and related investment issues, and to advocate on our members' 
behalf. Corporate governance involves the structure of relationships between shareowners, 
directors and managers of a company. Good corporate governance is a system of checks and 
balances that fosters transparency, responsibility, accountability and market integrity. 


For further details about the Investors' Working Group or this report: 


contact: contact: 

Linda Rittenhouse Amy Borrus 

CFA Institute Centre for Financial Market integrity Council of Institutional Investors 

linda. rittenhouse (a) cfainstitute.org amvPcii.org 

434.951.5333 202.822.0800 
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Executive Summary 


Credit ratings issued by Nationally Recognized Statislica! Rating Organizations (NRSROs) are used to fulfill a wide range 
of regulatory and contraclua! requirements in the United States and abroad. Over time, NRSRO ratings have become 
woven into roderat and slate laws, regulations, and private contracts. Ratings dictate the net capita! requirements of 
banks and broker dealers, the securities money market funds may hold, and the investment options of pension funds. 

As legal requirements for ratir^gs have proliferated, the rating agencies have evolved from information providers to 
purveyors of '‘regulatory licenses," A regulatory license is a key that unlocks the financial markets. Credit raimg agencies 
profit from provirjing ratings that unlock access to the markets, regardless of the accuracy of their ratings. 

The global credit crisis has called into question this role of rating agencies as financial gatekeepers. The debacle was 
fueled in part by credit rating agencies licensing’ complex, risky financial instruments with triple-A ratings they did not 
deserve. Both regulators and institulional investors relied on those ratings, to their peril. 

in response, policymakers in the United States and abroad are considering measures to make rating agencies more . 
accountable and rating processes more transparent. Proposals to overhaul credit rating agency regulation run the gamut, 
from increased disclosure requirements to removing references to credit ratings in rules and regulations. 

Given the abysmal performance of rating agencies, widespread reliance on ratings is no longer warranted. However, it is 
not feasible or practical for regulators and investors simply to slop using ratings. Mandates to use ratings have become 
part of the fabric of financial markets, and cannot be unwoven instantaneously. 

There is an immediate need, however, to revamp the regulatory framework surrounding credit rating agencies. This 
paper offers an institutional investor perspective of the pros and cons of several proposals for redesigning credit rating 
agency regulation, it focuses on two areas of primary importance — oversight and accountability — and offers specific 
cecoinmendations in both areas. 

Oversight; Congress should create a new Credit Rating Agency Oversight Board (CRAOB) with the power to 
regulate rating agency praclices, including disclosure, conflicts of interest, and rating methodologies, as well as 
the ability to coordinate the reduction of reliance on ratings. Alternatively, Congress could enhance the authority 
of the Securities and Exchange Commission (SEC) to grant it similar power to oversee the rating business. 

Accountability: Congress should eliminate the effective exemption of rating agencies from liability and make 
rating agencies more accountable by treating them the same as banks, accountants, and lawyers. 

As financial gatekeepers with little incentive lo ’get it right,” credit rating agencies pose a systemic risk. Creating a rating 
agency oversight board and strengthening the accountability of rating agencies is thus consistent with the broader push 
by U.S- policymakers for greater systemic risk oversight. Over the long term, other measures for assessing credit risk 
may become more acceptable and accessible to regulators and investors. Meanwhile, a more powerful overseer and 
broader accountability would help reposition credit rating agencies as true information intermediaries. 
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Background 


Three players have long dominated the credit rating business: Fitch Ratings, Moody's investor Service, and Standard 
& Poor's Ratings Services. Fitch's market share, however, is significantly smaller than its two main r ivals. Despite 
the presence of seven additional NRSROs, this trio is responsible for 98 percent of all outstanding ratings issued by 
NRSROs. And because only NRSRO ratings can be used to fulfill certain regulatory requirements, these three rating 
agencies wield immense, quasi-governmental power. 

NRSROs have been the subject of intense criticism because of the part they played in the financial crisis. Just months 
ago, S&P, Moody’s, and Fitch gave high investment grade ratings to 1 1 big financial institutions that later faltered or 
failed. They rated AIG in the doubie-A category. They rated Lehman Brothers single-A a month before it collapsed. 

Until recently, the NRSROs maintained tripie-A ratings on thousands of nearly worthless subprime-related instruments. 

In June 2008, the SEC reported that its examination of the three dominant agencies hod uncovered serious deficiencies 
in their ratings and rating processes. For example, one analyst expressed concern that her firm’s model did not capture 
“half" of a deal’s risk, and that “it could be structured by cows and we would rate it,’’’ Legislators have held hearings 
criticizing the agencies, and regulators have recommended reforms, 

Yet these credit rating agencies continue to p!ay a central role as powerful and influential gatekeepers in global financial 
markets, it is hard to overstate the importance of the role of credit rating agencies and their letter ratings. Thomas 
Friedman, the New York Times columnist, expressed the prominence of credit rating agencies succinctly in 1996, well 
before the significant increase in the prominence of ratings and ratings-driven deals: 

“There are two superpowers in ihe world today in my opinion. There’s the United States and there's Moody's 
Bond Plating Service. The United States can destroy you by dropping bombs, and Moody's can destroy you by 
downgrading your bonds. And believe me, it’s not clear sometimes who's more powerful."* 

Given the central role of ratings, it is worth rethinking a basic paradoxical question; Why are credit ratings and rating 
agencies so irnporlant if they are often so unreliable? This background section addresses (his question. Then, the two 
following sections address the pros and cons of two major areas of reform: oversight and accountability. 

From Information Intermediaries to Regulatory Licensors 

Rating agencies began as information intermediaries, entities that step in to assess product quality when sellers cannot 
credibly make claims about product quality themselves. Information intermediaries function best when they have 
reputational capital at stake and will suffer a loss if their assessments are biased, negligent, or false, 

in the early debt markets, credit rating agencies helped to bridge information gaps between bond buyers and sellers. 

In 1 909. John Moody pubiished his firs! Manual of Railroad Securities, in which he rated 200 railroads companies and 
their securities. Moody's insight was that he could profit by selling to the pubfic a synthesis of complex bond data in the 
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form of single ietier ratings: Aaa, A,o. A, Baa, 8a, 8. Caa, Ca, C, in declining order of credit quality. These letter ratings 
were not designed to have any soecilic meaning, as might be the case for modern financial analysis. They were not, 
for example, designed to mark categories of percentages of expected probability of default or of recovery in the event 
of default, instead, they were a rough compilation of disparate information about bonds that investors found difficult or 
costly to assess on their own. 

Over time, however, rating agencies have shifted from selling information to selling “regulatory licenses," keys that unlock 
the financial markets. This shift began after the 1929 crash, when regulators turned to the rating agencies, primarily 
Moody's and S&P, for measures of bond qualify in banking and insurance guidelines. Federal Reserve examiners 
proposed a system for weighting the value of a bank’s portfolio based on credit ratings. Bank and insurance regulators 
expressed the ''safety" or "desirability" of portfolios in letter ratings, and used such ratings in bank capita! requirements 
and bank and insurance company investment guidelines. States relied on rating agencies to determine which bonds 
were ‘legaT’ for insurance companies to hold. The Comptroller of the Currency made similar determinations for federally 
chartered banks, 

The SEC's introduction of the NRSRO concept in the mid-1970s further encouraged regulators to increase their 
reliance on ratings,* During that same period, the NRSROs stopped selling ratings to investors and began charging the 

companies that issue the debt they rate. The issuer-pay model introduced significant new conflicts of interest chiefly, 

the challenge for credit raters of impartially rating securities of companies that generate their revenues. But the rating 
agencies believed that they could manage these conflicts internally. 

Regulators now mandate that institutions of all types pay heed to NRSRO credit ratings as a necessary step for 
regulatory compliance. Some rules require that certain investors can only buy bonds with high ratings. Other rules reduce 
capital requirements for institutions that purchase highly rated bonds. Without high ratings, bond issuers cannot access 
certain markets because they do not have a "license" from the NRSROs to comply with NRSRO-dependent regulations. 

Regulatory dependence on ratings created higher demand for ratings and increasingly higher profits for NRSROs, even 
when their ratings proved spectacularly inaccurate. Too often, rating changes lagged the revelation of public information 
about rated issuers and instruments. Prominent examples included California's Orange County and Enron, both of which 
received high credit ratings until just before they filed for bankruptcy protection. Even so, the rating agencies have 
been shielded from iiabitity by their insistence that their ratings were merely opinions protected by First Amendment free 
speech privileges. 

Rating agencies also began rating substantially greater numbers of issuers and increasingly complex instruments. 

But the resources expended per rating declined. As they expanded ratings to cover large numbers of structured finance 
products, including tranches of various collateralized debt obligations, some NRSROs neglected to divert resources 
to update rating models and methodologies or recruit additional staff needed to ensure qualify. As a senior analytical 
manager at one of the big three rating agencies put it in a February 2007 e-mail: “We do not have the resources to 
support what we are doing now."^ 
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Investors, looking to profit from the reliable returns associated with the sale of reguhtmv 1 'r ^ \\ ». f 

major investor in Moody's, and as of Dec. 31, 2008, held more than 20 percent of its outstanding common shares. 

One explanation of this paradox is that profits from the sale of regulatory licenses do not depend greatly on the 
informational value of ratings. If regulators and private actors defer to private standard setters, those private standard 
setters will earn profits from that deference even if their standards are not useful. Over time, both regulators and private 
actors might decide to shift to alternative sources of information and analysis. However, to the extent they do not shift, 
the private standard setters will continue to prosper, even if their standards lack informational value. 

Another explanation is that rating agencies have been effectively exempt from civil liability. With rare exceptions, rating 
agencies have not suffered damages from litigation even when they were negligent or reckless in issuing overly optiniistic 
ratings, To some extent, the rating agencies’ success in avoiding liability is due to legislative policy, such as the explicit 
statutory exemption from liability under Section 1 1 of the Securities Act of 1933 or the limitations on private rights of 
action in the Credit Rating Agency Reform Act of 2006. But the exemption also is due to a handful of judicial decisions 
accepting the rating agencies’ assertion that ratings are merely "opinions,” which, under the First Amendment, should be 
afforded the same protection as opinions of publishers. 

The accountability of NRSROs has deteriorated so much that institutional investors now are vulnerable if they rely orr 
credit ratings in making invesimen! decisions. To the extent rating agencies are not subject to liability, an institutional 
investor’s defense of reliance on ratings is weakened, because constituents can argue that ratings are less reliable when 
rating agencies are not accountable for fraudulent or reckless ratings. 

Overall, this lack of accountability has impeded the ability and willingness of rating agencies to function as information 
intermediaries because they do not credibly pledge reputational and economic capital in the event they fail to perform 
their core function. But it also partially explains the paradox; Rating agencies that are insulated from liability have a more 
profitable, dominant franchise. 

The paradox of credit ratings has persisted during the recent financial crisis. Even though ratings have plummeted in 
informational value, since portions of the U.S. government rescue efforts rely on them, ratings are more important than 
ever, Specifically, the Federal Reserve's $1 trillion Term Auction Lending Facility (TALF) plan, which lends money to 
investor.s to purchase new securities backed by consumer debt, mandates that only securities rated by two or more 
major NRSROs are eligible for government support. 

Moreover, when government officials anticipated the potential negative impact of AIG's announcement of quarterly 
earnings in March 2009, they implemented a fourth rescue package lor the insurer and consulted privately with 
representatives of the dorninant NRSROs, to be sure the plan would be attractive enough to avoid a downgrade of AIG, 
which would have killed the ccxTipany. Because of overdependence on NRSROs. both regulators and investors were in a 
ratings trap. 
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d s(- , 'p hi- i"ting agencies in markets. 

After a series of healings, Congress adopted the Credit Rating Agency Reform Act of 2006. While this act standardized 
the process for NRSRO registration and gave the SEC new oversight powers, it prohibited the SEC from regulating 
"the substance of credit ratings or the procedures and methodologies by which any [NRSRO] determines credit ralings." 
The act also stated that it '‘creates no private right of action." The rating agencies supported this act, in part because its 
scope was so narrowly circumscribed. 

More recently, many federal and stale legislators and regulators have lambasted the rating agencies for their part in the 
financial crisis. Even the F’resident's Working Group on Financial Markets, long a champion of deregulation and financial 
innovation, sharply criticized the flaws in the rating agencies’ assessments of complex products and called them a 
"principal underlying cau.se'' of the crisis.® Lawmakers in the European Union have continued to push for the development 
of a new European credit rating agency regulatory authority. 

In June 2008, the SEC released a report outlining serious deficiencies in the ratings process. It subsequently adopted 
new rules designed to increase the transparency of NRSRO rating methodologies, strengthen NRSRO disclosures of 
ratings performance, prohibit certain conflicted NRSRO practices, and enhance NRSRO recordkeeping. These rules 
reflected much political compromise. For example, regulatory review and scrutiny of NRSRO procedures were limited. 
Even the NRSROs' obligation to make publicly available their ratings histories was limited to a random sample of 
10 percent of issuer-paid ratings for each class of ratings. 

In December 2008 the SEC re-proposed rules governing the conduct of NRSROs. Specifically, the SEC proposed barring 
NRSROs from issuing ratings for structured finance products unless the information related to those securities was 
published on a password-protected Web site that other NRSROs could access, under certain conditions; other NRSROs 
would have to agree to provide and maintain ratings on 10 percent of the securities for which they tapped the Web site.. 
The proposals also included a provision requiring complete disclosure of issuer-paid ratings and ratings histories. 

The SEC shelved its proposal to eliminate requirements for NRSRO ratings in some of its own regulations. The proposal 
had received mixed views from investors. Many preferred a more incremental approach. This idea is discussed in more 
detail later in this paper. 
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Oversight 


It is now widely accepted that the architecture of credit rating agency regulation needs reform. SEC Chairman 
Mary L. Schapiro recently stated: "To this end, allow me to highlight a few of the initiatives that i hope to pursue as 
priorities: Improving the quality of credit ratings by addressing the inherent conflicts of interest credit rating agencies 
face as a result of their compensation models and limiting the impact of credit ratings on capital requirements of 
regulated financial institutions."® 

These improvements require both a change in regulatory structure and new regulatory powers. Like other areas of 
financial regulation, the regulation of credit ratings has been piecemeal and is spread throughout numerous state and 
federal goverrring bodies, including securities, banking, and insurance. Ideally, improvements in reguiaiory structure 
would email consolidation of credit rating reguiation within one umbrella organization with additional responsibilities 
and new powers. 

Regulatory Structure 

One approach would be to create a single independent Credit Rating Agency Oversight Board (CRAOB), with a structure 
and mission similar to that of the Public Company Accounting Oversight Board (PCAOB). it could be a free-standing 
entity created by statute to oversee registration, inspections, standards, and enforcement actions related to NRSROs, 
just as the PCAOB oversees audit firms. The board also could encourage and facilitate the development of alternatives 
to NRSRO ratings among market participants. Congress should make this mission to facilitate the eventual removal of 
“regulatory licenses” explicit in authorizing the board. 

Two alternative options to a free-standing rating agency oversight board would be to establish an office within the SEC 
strictly dedicated to the regulation of NRSROs. with enhanced powers, or to house oversight of credit rating agenciOvS 
within the PCAOB, The functions and duties of a rating agency overseer are somewhat consistent with the mandate of the 
PCAOB, which was created to protect investors and the public interest by promoting informative, fair, and independent 
audit reports, Under the PCAOB approach, Congress would simply authorize additional funds for the PCAOB to establish 
these new functions, and pass legislation creating new PCAOB authority. However, integrating credit rating agency 
oversight duties into the PCAOB could present organizational and legislative challenges. 

Ideally, a consolidated credit rating agency overseer would have two overriding characteristics: independence and 
specialized expertise. A free-standing board would require independent funding so that it would not depend on 
Congress or other agencies tor frequent funding or decision-making. Initial funding could be in the form of an 
endowment. Alternatively, funding could be provided through required, periodic NRSRO user fees or transaction fees, 

Securing reliable funding would be particularly important in order to offer salaries sufficient to attract high caliber 
board members. Board members should have specific expertise in assessing credit risk and, more geneiaily, 
an understanding of financial markets, asset pricing, and alternative information sources and intermediaries. 
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Members oi the board should be independent and appointed for limited terms. The appointment process should he 
designed to limit the potential for influence by the credit rating agencies, and board members should not be permitted 
to join NRSROs after their service. 

Proponents acknowledge that the SEC recently has stepped up its oversight of the rating business. But many believe 
that the agency is not likely ever to be a bold enough regulator. They say the SEC has been reluctant to use its existing 
authority or request additional power from Congress and often has been captive to the ratings industry, which has 
lobbied strenuously against proposals to strengthen accountability and disclosure rules. 

in addition, regulatory reliance on NRSROs beyond the SEC's authority limits the commission's ability to implement a 
coordinated approach to credit rating agency regulation. For example, even the SEC's proposal to eliminate ratings 
references in some of its own rules would have applied narrowly, and would not have affected regulatory reliance on 
ratings in banking and insurance regulations. 

Critics of a fretJ-standing rating agency oversight board, however, counter that more fragmentation of financial regulation 
would add more layers to the already complex web of financial market regulation in the United States. They also believe 
that the SEC already has the staff, expertise, and contacts to regulate rating agencies; they say it simply needs greater 
authority and resources from Congress, 

Adding New Oversight Authority 

Whatever structure the overseer takes, it will need additional legislative authority to implement its objeclives, 

Although the SEC recently has adopted new rules for credit ratings, the scope of its legislative authority is limited, 

Below are several specific areas of oversight authority that could be expanded immediately. One approach would be 
to enumerate each of these areas in the adopting legislation. Alternatively, Congress might grant the board general 
oversight authority over NRvSRO practices, and let the board adopt rules in each area. Again, the rating agencies 
might contend that such authority would infringe their free speech privileges; they frequently have made veiled threats 
to assert such a claim,'' 

DisciQSure of Credit Rating Actions. A rating agency overseer should have the statutory authority to require 
significantly more extensive NRSRO disclosure, including a complete record of rating history, such as iniliai rating, 
upgrades, downgrades, placements on watch for upgrade or downgrade, and withdrawals. 

Current disclosure proposals are more limited, in part because of questions about the scope of regulatory authority 
granted by the Credit Rating Agency Reform Act of 2006, For example, the SEC finalized new rules in February 2009 
that require NRSROs to make available to the commission individual records for each of their outstanding credit ratings • 
showing all rating actions. In addition, the rules require NRSROs to publicly disclose rating action histories in extensible 
Business Reporting Language (XBRL) format. However, they can delay disclosures for six months and must disclose 
rating action histories only for a randomly selected 10 percent of issuer-paid ratings. Similarly, in February, the SEC 
proposed requiring disclosure, on a t2-month delay, of ail issuer-paid credit ratings issued on or after June 26, 2007. 
Undei the rules adopted in February and proposals slifl pending, unsolicited ratings and subscriber-paid ratings are 
exempt from disclosure. 
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Congress should authorize the board to require that NRSROs disclose complete records to the public, not merely to the 
regulator, in addition, disclosure should extend to unsolicited ratings and subscriber-paid ratings. Current rules do noi 
provide investors with the level of information necessary to assess and compare ratings and rating agencies. Securities 
included in one NRSRO's 10 percent disclosure pool are not necessarily included in other NRSROs' pools, thus making a 
true comparison between rating agencies impossible. Moreover, excluding unsolicited and subscriber-paid ratings from 
public analysis otiminates valuable data from market scrutiny. 

Critics argue that requiring full disclosure for subscriber-paid ratings would undermine the business model of agencies 
that issue them. The ratioriale for bottling up information inside a regulatory authority however, is not persuasive, 
investors need greater transparency to be able to compile and analyze ratings and rating changes, Elective oversight 
of the credit rating business must include market oversight, which requires that investors have access to complete data 
regarding credit ratings. 

Symbology. Symbology is a contentious topic. Although the oversight board should have the power to assess different 
categories of ratings and require NRSROs to use alternative symbology (e.g., numbers instead of letters, or letter 
subscripts) for ratings in different categories, it should take extreme caution before exercising that power. 

in June 2008, the SEC proposed amendments to current regulations to require NRSROs to distinguish ratings on 
structured products by either 1} attaching a report to the rating itself describing the unique rating methodologies used 
in establishing the rating and how the security’s risk characteristics differ from others (i.e.. corporate bonds) or 2) using 
symbols unique to structured products only (i.e., numbers rather than letters). The SEC's intent was to spur investors 
!o perform more rigorous internal risk analysis on structured products, thereby reducing undue reliance on ratings 
in making investment decisions. Although the commission has not addressed the proposals yet, in March 2009, the 
European Union moved forward on a proposal lo require that rating agencies identify ratings on structured products, as 
well as unsolicited ratings, by different symbols. 

Proponents suggest that alternative symbology could benefit investors in a number of ways. Particular letter ratings mean 
different things when applied to structured finance issuers vs, corporate issuers vs. municipal issuers. Different symbols 
for structured products could serve as a flashing light for Investors, signaling that the securities' risk characteristics 
are more volatile than those of other securities. Ar^d at a basic level, different symbols for different classes of securities 
would notify users that the agencies used different methodologies to generate the ratings. 

An additional advantage to requiring that NRSROs use letter ratings only for corporate bonds is that most regulations 
and investment guidelines then would refer only to corporate bonds. Securities rated using a new symbology would 
fall outside the scope of those rules. Thus, symbology reform could force a wholesale rewrite of the rules governing 
inve.stments other than corporate bonds. It could remove “regulatory licenses." 

Critics assert that if NRSROs were required to use different symbols to rate different categories of securities, the investing 
public would be more confused than informed. The rating agencies also contend that mandating different nomenclature 
for different classes of securities would violate their First Amendment protection. 

A vita! function of the board would be to consider market participants’ diverse positions, evaluate the positive and negative- 
consequences relating to credit rating symbols (including which classes of securities could or should be identified by 
unique syn^bois), and work with international regulators to mitigate confusion over inconsistencies in syrnboi regulation. 
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^Methodologies. The board shooid have the authority to require greater disciosure of NRSRO methodoiogies. Flawed 
methodologies were a core reason NRSROs gave overiy high ratings to complex structured finance instfuments. Allowing 
investors the opportunity (o analyze rating agencies' methodologies would serve as a vita! market-based quality check. 

Current SEC registration rules require minimal disclosure. Rating agencies' registrations are slate, and their descriptions 
of methodologies and procedures are opaque. It is not helpful for the rating agencies to release their general statistical 
methods and models if they do not also specify the assumptions iri those models. 

The board should focus on disclosures that would enable institutional investors to assess key underlying variables, 
such as expected probability of default. Letter ratings alone are not helpful, indeed, the rating agencies admit that letter 
ratings are ordinal, not cardinal, in that they rank issues in order of relative credit risk, but do not specify any particular 
expected default, For example, according to S&P: “The definitions ol each rating category also make clear that we do 
not attach any quantified estimate of default probability to any rating category,”® Yet the rating agencies use default 
probabilities in their models, and ratings reflect implied default probabilities, which can vary substantially from those 
implied by market prices. 

Rating agencies contend that their methodologies are proprietary and that requiring detailed disclosure of their 
methodologies would promote free-riding, remove incentives for innovation, and leave the market with a smaller number 
of similarly derived credit ratings rather than a larger pool of ratings based on different methods of analysis. On balance, 
however, the likely benefits of enhanced disclosure far outweigh such objections. 

Some critics assert that the board also should have substantive oversight of rating agency methodoiogies, as a quid 
pro quo for the benefits NRSROs enjoy from regulatory reliance on their ratings. The rating agencies might fiercely 
resist such authority and argue it would violate their First Amendment rights. Under pressure from the leading NRSROs. 
Congress explicitly excluded from the SEC's regulatory authority the ability to oversee rating methodologies. 

Others beiieve NRSRO ratings are systemicaily important enough to the global market to warrant giving the board this 
authority. With such authority, the board could sanction rating agencies whose ratings consistently failed to meet or 
exceed an acceptable level of accuracy, The board could bar NRSROs from issuing ratings on new types of securities for 
which there is little historical data, It also could require NRSROs to use third-party due diligence services to ensure the 
accuracy of data used to establish ratings on complex securities. Such powers should be exercised cautiously and only 
after the regulator has investigated the potential costs and benefits. 

Conflicts of Interest. New legislative authority also is needed to police NRSRO conflicts of interests and to investigate 
the extent to which conflicts of interest differ for issuer-pay NRSROs vs. investor-pay NRSROs (also referred to 
subscriber-pay NRSROs}, Section 15E{h)(1) of the Exchange Act requires an NRSRO to establish, maintain, and 
enforce policies and procedures reasonably designed to address and manage conflicts of interest. Although Congress 
directed the commission in 2006 to issue final rules to prohibit or require the management and disclosure of conflicts 
of interest, the SEC has been reluctant to lake full advantage of its power. 

Some market participants have urged Congress to prohibit issuer-pay NRSROs altogether. This approach would 
eliminate the conflicts of interest associated with rating agencies receiving compensation from issuers cf the securities 
they rate, Bui investor-pay NRSROs are subject to potential pressure from clients to slide ratings one way or another. 
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For example, insliiulions that can only invest in highly rated instruments might pressure a rater to guarantee a particular 
security gets an investment-grade rating. Others might press the rating agencies for lower ratings in hopes of receiving 
higher returns. 

An alternative to a blanket prohibiiion of the issuer-pay business model w'ould be to require disclosure of business 
relationships and to prohibit NRSROs from engaging in business activities other than issuing ratings. Auditors face 
similar re.s!ricLions. Both the SEC and the rating agencies recognize that conflicts of inierest are endemic in the rating 
process and the SEC has staled lhat “NRSROs that are compensated by subscribers appear less likely to be susceptible 
to 'ratings shopping' or reducing quality for initial ratings to induce revenues.”® The new board should consider whether 
increased disclosure rules and prohibitions on ancillary business activities should apply equally to all NRSROs. 

Fses. Many investors believe the overseer should require rating agencies to disclose theii fees. They also call for a 
reexamination of the compensation structure of NRSROs. 

At a minimum, [he board should have the power to require NRSROs to publicly disclose fee schedules and individual 
rating fees for every rated deal. The rating agencies currency disclose only summary information regarding fees, and 
they do not make data available for fees on individual deals. Fee transparency v/ouid increase incentives for ratings 
accuracy by creating a new method of competition in the ratings business. Ratings "shopping" based on fee levels would 
not present the same conflicts and challenges as ratings shopping based on rating levels. Moreover, such disclosure 
could also reveal potential conflicts of interest arising from an issuer’s heavy use of one particular agency, 

Alternative pay structures, and the power to reform those structures, should also be considered. Some critics have 
suggested that issuers could pay a small percentage of any fees upfront, with the remaining fee being “earned out" in 
the following years, until the maturity of the rated instrument. In order to motivate NRSROs to update their outstanding 
ratings regularly, fees could depend on certain contingencies or milestones, and might even be related to the accuracy 
of the rating, as assessed by comparison to other measures of credit risk, including market measures. Over time, such 
performance-based compensation could discipline NRSROs to strive for greater accuracy. Alternatively, rating agencies 
might be required to hold stakes in certain instruments that they rate highly. 

Fee-ior-service style payment also should be considered. Incentives are better aligned if both parties are in a pay-as- 
you-go situation. Under such a regime, it the credit rating agency breached its arrangement with the issuer (for example, 
by ceasing its ratings or by changing its assumptions in a way that renders the ratings inaccurate), the issuer would 
no longer be obligated to pay the agency. Staggering pay in this way might avoid some of the perverse incentives in 
the ratings process. 

Access to Inside Information. For years rating agencies have enjoyed an exemption from Regulation Full Disclosure, 
or Regulation FD, which allows the rating agencies to receive inside information from issuers that is not shared with 
the market, The agencies contend that the exemption is needed in order to fully evaluate credit risk. NRSROs say 
the Regulation FO exemption allows them to alert the public to any substantial changes in the status of a security 
more quickly and clearly thrcmgh rating upgrades, downgrades, and watches. Moreover, some argue that credit rating 
agencies should be able to receive material non-public information from arrangers for the purpose of developing 
unsolicited credit ratings. 
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But a strong case can be made (or removing this exemption. Rating actions, without a substantial increase in 
transparency, can cause confusion and speculation. And unsolicited credit ratings are rare. Unless that practice 
becomes common, there is scant justification for giving credit rating agencies access to inside information through 
a Regulation FD exemption. Moreover, it is far from apparent that credit rating agencies have incorporated inside 
information in their ratings. Most notoriously, even though Enron made non-public credit rating agency presenfations, 
information about the risks described in those presentations was not reflected in Enron's credit ratings. The same 
has been true of structured finance ratings. For these reasons, the board should have the power to limit fhs subsidy 
given to credit rating agencies to obtain, and act upon, materia! non-public information. 

Regulators also should set governance standards for NRSROs more broadly. H is worth noting t.ha! federal overseers 
have become more involved in governar^ce of other financial institutions as the government's interest in those institutions 
has increased during the crisis. Rating agencies, too, played a key role in the debacle, and their quasi-governmenta! 
powers need stronger checks and balances. 


11 
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Accountability 


Although inaccurate and unreasonable credit ratings from NRSROs were a primary cause of the recent crisis, the 
agencies remain largely unaccountable. As noted above, in order for credit rating agencies to function properly as 
gatekeepers, they must be able to credibly pledge a loss of reputational capital in the even! they fail to perform [heir 
functions. Yet the rating agencies vehemently resist any assignment of liability for their ratings, hewing to the dictum 
that they merely provide "opinions,” and that no one should rety on ratings in making investment decisions, But ratings 
are more tharr opinions, and rating agencies must become more accountable. 

Critics offer two approaches to improving the accountability of credit rating agencies: litigation and competition. 

A credible threat of civil liability would force credit rating agencies to be more vigilant in guardirtg against negligent, 
reckless, and frauduient practices. A credible threat that both regulators and market actors wiil switch to alternatives 
to credit ratings could force rating agencies to behave more like information intermediaries than providers of regulatory 
licenses, Both accountability measures are consistent with oversight reforms, A stronger regulator could help to ensure 
that credit rating agencies are more accountable to private market actors and subject to competition. 

Eliminating the Rating Agency Exemption from Liability 

Historically, the threat of liability has been an effective tool in encouraging gatekeeper accountability, In general, 
gatekeepers are less likely to engage in negligent, reckless, or fraudulent behavior if they are subject to a risk of liability. 

Although most financial market gatekeepers have been subject to serious threats of civil liability, credit rating agencies 
have not. Some market observers believe that, with appropriate changes in policy, litigation could become a viable tool 
for ensuring NRSRO accountabilily. 

Rating agencies have been sued relatively infrequently, and rarely have been held liable. As rational economic actors, 
rating agencies factor in the expected costs of litigation, including the cost of defending lawsuits as well as any damage 
awards or settlements. Given the litigation track record, the fact that the rating agencies have published unreasonably 
high ratings should not be surprising. 

Litigation against the credit rating agencies often is deterred by statutory provisions and judicial precedent that limit the 
liability of NRSROs. NRSROs are immune from liabiljhy for misstatements in a registration statement urtder Section 1 1 of 
the Securities Act of 1933. Securities Act Rule 436 explicifiy provides that NRSRO are exempt from liability as an expert 
under Section 11." 

In addition, courts have not been willing to impose liability on rating agencies for other aileged federal and stats 
violations, and the threat of NRSRO liability is limited given judicial precedent in the area. Rating agencies were sued 
following a number of defaults, inciuding class action litigation related to the Washington Public Power Supply Syslem 
default in 1983; claims related to the Executive Life bankruptcy in 1991; a suit by the Jefferson County, Coiorado, School 
Disiricl against Moody's in 1995; and claims by Orange County, Caiifornia, based on professional negiigence, against 
S&P In 1996, However, the only common element in these cases was that the rating agencies won. The suits were 
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dismissed or settled on tavoi abie terms to the rating agencies. For exampie, Orange County's $2 biiiion suit against S&P 
nettled a paltry settiernent of $140,000. roughly 0.007 percent of the claimed damages. 

A more recent example was the portion of the consolidated Enron litigation involving claims brought by the Conneclicut 
Resources Recovery Authority,’^ Consider the following statement from the Houston federal district court hearing that case; 

"After reviewing the case law regarding credit rating agencies and a number of reports and law review articles, 
this Court iinds that generally the courts have not held credit rating agencies accountable for alleged professional 
negligence or fraud and that plaintiffs have not prevailed in litigation against them, fv^oreover, there is even a 
statutory exemption under the Securities Act of 1933 for Section 11 claim.s against credit rating agencies like the 
three Oeferidants here that have been desig.nated ‘nationally recognized statistical rating agencies' or 'NRSROs,'"'^ 

The Enron court, like some other courts, extended a qualified First Amendment protection to credit rating agerscies, 
Ironically, in doing so, the judicial decision cited the Senate Committee on Governmental Affairs report, “Financial Oversight 
of Enron; The SEC and Privaie-Seclor Watchdogs" and its statement that “It is difficult not to wonder whether iack of 
accountability — the agencies’ practical immunity to lawsuits and nonexistent regulatory oversight -- is a major problem," 

Recently, however, a few courts have exhibited some skepticism about judicial protection of credit rating agencies from 
liability. One plaintiff has had success alleging that Moody’s made misrepresentations regarding its independence and 
ratings methodologies.’® Another court indicated skepticism of the rating agency’s First Amendment argument in the 
context of private placements, because the rating is not published generally to the public.’® 

Such modest pushback against the rating agencies’ free speech assertions is strongly rooted in the economics of 
ratings, and the fact that ratings agencies are compensated for their “opinions" by the same issuers they are opining 
about. Rating agencies’ profit margins have exceeded 50 percent, whereas more traditional publishing companies' 
profit margins have been less than 10 percent. Given the high profile nature of the problems with rating agencies and 
the continuing profitability of the ratings business, judges in tulure cases may be less inclined to view rating agencies' 
'‘opinions’' as on par with opinions of publishers. 

indeed, given the dearth of rating agency employees compared to rated issues, rating agencies hardly act like 
publishers, in 2005, before the beginnings of the recent crisis, Moody’s provided ratings for roughly 745,000 different 
securities; even the largest publishing companies publish only a fraction of that nuntber of stories or opinions. 

Moreover, in one important context -- Ihe compensation of Iheir senior executives -- rating agencies behave more like 
financial service companies than publishers. Compensation of NRSRO senior management is much higher than executive 
pay at publishing companies, 

Moody’s peer group for compensation purposes, as disclosed in its most recent Compensation Discussion and Analysis, 
was dominated by financial services firms, including AliianceBernsfein, BiackRock, CME Group, Eaton Vance, Federated 
Investors, Franklin Resources. Invesco, Morningstar. NASDAQ OMX Group, NYSE Euronext, Union Bank California, 
and other financiat firms.’' Only a handful of publishing companies were on the list, if NRSROs are not co.mparable to 
publishers for compensation purposes, they should not be comparable to publishers in litigation for First .Amendment 
purposes. Firms like BiackRock and Union Bank of California are not immune from securities fraud claims. 
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Perhaps most iiriportant, judicial immunity for rating agencies creates challenges for institutional investors, particularly 
[hose that rely, al least in part, on credit ratings in their investment process. If judges find that NRSROs are not 
accountable for negligent, reckless, or fraudulent behavior, it is riskier for investors to rely on NFtSRO ratings. Indeed, 
investors who lety exclusively or primarily on NRSRO ratings may have an increased risk of liability regarding claims that 
they unreasonably relied on ratings from unaccountable NRSROs. 

Moreover, there is judicial precedent that investor reliance on NRSRO ratings is not reasonable. For example, in one 
dispute involving the purchase of A-rated collateralized mortgage obligations which were downgraded to CCC and 
defaulted soon thereafter, the court said; “While it is unfortunate that [the investor] lost money, and we take him at his 
word that he would not have bought the bonds without the S&P 'A' rating, any reiiance he may have placed on that rating 
to reassure himself about the underlying soundness of the bonds was not reasonable."’® Thus, investors who rely on 
unaccountable NRSRO lalings are exposing themselves to liability. 

Irt order to make NRSROs properly accountable, critics contend, there must be a real threat of liability. Many believe 
that Congress should amend Section 1 1 of the Securities Act of 1933 to add NRSROs as potential defendants. Further, 
they say lawmakers also should adopt legislation indicating that NRSROs are subject to private rights of action under 
the anti-fraud provisions of the securities laws. That legislation should include a description of the pleading standard for 
cases against rating agencies, to indicate that it would be sufficient for a plaintiff to plead the required state of mind by 
stating that the credit rating agency failed to conduct a reasonable investigation of the rated security or to have obtained 
reasonable verification from other sources independent of the issuer. 

One final advantage 1o imposing accountability on rating agencies through liability is that it would obviate the need 
for regulators to provide parameters upfront governing when NRSROs have satisfied their responsibililies as part of 
the oversight process. In other words, ex ante oversight does not need to be as specific or draconian if regulators and 
investors can rely on ex post adjudication of rating agency negligence, recklessness, and fraud. Through an evolutionary 
approach, judges and private litigants could develop a ccwnman law understanding of appropriate rating agency behavior. 

Enhancing Accountability through Competition and 
Reduced Reliance on Ratings 

Finally, critics assert that competition in the credit rating business has not been effective. Some say the problem is due 
to insufficiertt industry competition and that the solution is to designale more NRSROS. Others contend that opening the 
NRSRO designation to more rating agencies fails to chartge the fundamental feature of the rating business, which is that 
ratings are driven by regulatory licenses. Instead of a supply-side solution, they argue that the demand side •— regulators 
and market participants — should broaden and deepen their reiiance on alternative measures of credit risk. 

Credit ratings are an important, and sometimes mandated, tool for many categories of market participants. Today, 
references to ratings are incorporated in investment guidelines, swap documentation, loan agreements, collateiai 
triggers, and other important documents and provisions. 

Most insiitutionai investors do not rely exclusively on ratings. While credit ratings arc part of the mosaic of intcrmation 
considered as part of the investmenf process, they are generally not an appropriate sole source for making decisiorrs. 
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A variety of alternative measures may be used to evaluate credit risk and supplement or even replace credit ratings. They 
include the following: 

Investors might use the variables underiying ratings, such as expected probability of default, recovery in the event of 
defauii, and default correlation, when relevant. For e.xampis, an investor might amend its investment guidelines to state 
it would only purchase bonds with an expected probability of default of 1 percent or less during maturity. The decision 
about expected probability of default then could be made based on a wide range of information. 

A “first cut" filter might be based on the market-wide expectation of default, as reflected in a bond's price. Most bond 
underwriters can provide this information for a range of issues; relatively inexpensive information services, such as 
Bloomberg and Reuters, also provide such information. Professor Edward Altman also has published extensive data 
in this area, in addition, credit default swap data is available from services, such as Markit, for numerous fixed income 
issues. Credit default swaps have been criticized in various ways, but abundant evidence suggests that credit default 
swap spreads more quickly and accurately reflect underlying credit risks than do NRSRO ratings. 

SI Investors might use the default probability implied by a bond’s price, not only at the time of purchase but over time, 
as part of their portfolio management process. Many services provide such information, indeed, NRSROs increasirtgly 
incorporate such market measures into their own ratings, though on a lagged basis. Investors concerned about the 
volatility of market prices could use SO-day or 90-day rolling averages. 

Rolling averages of market prices at least potentially reflect a wider range of available information than credit ratings, 
and may be a more timely and accurate measure of credit risk. Roiling averages also more accurately reflect available 
information than credit ratings and are not likely to be subject to manipulation or abuse. 

Basing investment decisions on a rolling average of market measures may motivate investors to assess early on the 
risks associated with investments and to limit their exposure in the event of a market downturn. Some institutions might 
be forced to sell during periods of price declines, but those that do may avoid more sustained declines that occur 
when stale ratings permit investors to continue to hold and to deny that investments have declined in value. Moreover, 
to the extent forced sales occur relatively early, these new policies may help deter prolonged crises. 

t® Investors might revise their guidelines to reflect a blended standard of information sources used to make investment 
decisions based in part on professional judgment. For example, investors might rely on: 1) private information obtained 
through due diligence, 2) publicly available “soft" information, and 3) market-based measures and prices. The blended 
information might include credi! ratings. 

Liquidity risk is also becoming a more important part of investment decision making. NRSRO ratings do not cover 
liquidity risk. As a result, the market for information about liquidity risk does not suffer from the same regulatory license 
distortions as the market for credit risk, Many relatively new information intermediaries, such as Markit, Kamakura, and 
some investor-pay NRSROs, have developed competing analytic systems for assessing both credit and liquidity risk, 

As investor guidelines evolve to focus mors on assessments of liquidity risk, this focus may apply market pressure to 
NRSROs, making them mors accountable. 
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Uilimately, instilutionai investors vary in the amount of time and money they can afford to spend on the analyses of credit 
and liquidity risks. Accordingly, they have mixed views on whether references io credit ratings should be immediately 
removed from regulations. Some say ratings are meaningless and useless; they are comfortable v\'ith an immediate 
abolition of regulatory references to credit ratings. They argue that new intermediaries wifi ccnie forward fo fill the gaps 
left by the dorriinani NRSROs. Others say credit ratings remain an important tooL They argue that a sweeping removal 
of reguiaiory references to credit ratings would leave a gap for certain investment processes, would harm investors by 
removing a minimai floor for some investment decisions, and would disrupt the credit markets. In order to reduce private 
teliartce on ratings, credible alternatives and substitutes must be developed, particuiarly for institutions that lack the 
resources to assess independently the huge number of available fixed income instruments, 

Over the longer term, institutional investors at large are likely to grow more comtortabie with a regulatory move away 
from credit ratings. And as instilutionai investors continue to encourage the tormation and development of alternative 
information markets, market pressures from the demand side should motivate the NRSROs to improve their performance 
and accountability. Given the lack of accountability of NRSROs, this approach may be more effective and efficient than 
an approach that expliciliy incorporates NRSRO ratings. 
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Conclusion 


Many credit ratifig agencies have ven.ured far from their original role as reliable financial gatekeepers. They no longer 
provide consistently dependable information about credit risk. This has put many instituliona! investors in a box because 
they are still required to use ratings, regardless of the accuracy of the ratings. Stung by tosses on investments in a string 
of once highly rated companies, from Enron to Lehman Brothers, investors are seeking ways to strengthen oversight and 
accountability of rating agencies, as well as new tools to evaluate credit risk. 

Alternatives are emerging but may be out of reach for some investors for some lime. For that reasorr, i! is the author’s 
view that Congress should step in to ensure that rating agencies are motivated to be more diligent in their asse.ssment 
of credit risk, Toward that ertd, lawmakers should create a new Credit Rating Agency Oversight Board with the power to 
regulate rating agencies. At a minimum. Congress should provide the SEC with the financial and statutory resources to 
be an effective regulator of the industry. Secondly, it is time to take away the rating agencies' liability shield. Exemption 
from liability is not justified or tolerable, given the enormous clout that rating agencies now wield. 

Ultimately, as institutional investors become more comfortable with alternative sources of credit information, competitive 
pressure could spur credit rating agencies to Improve their performance and accountability, “Regulatory licenses" should 
disappear. Meanwhile, more vigorous oversight and accountability measures can improve the performance of NRSROs, . 



206 



Endnotes 


’ Summary Report of issues identified in the Staff's Examinations of Select Credit Rating Agencies (July 2008), 
hitp://wvw.seG.gov/news/studies/2008/craex3mina!ion070808.pdf, at 12. 

‘ Interview with Thomas L. Friedman. The NewsHour with Jim Lehrer (PBS television broadcast, Feb, 13, 1996). 

^ More precisely, the regulatory dependence on credit ratings began in 1973, when the SEC proposed amending broker , 
dealer ThaircuC requirements, which set forth the percentage of a financial asset’s market value a broker-dealer was 
required to deduct for the purpose of caicuialing its net capital requirement. Rule 1 5c3- 1 . promulgated two years later, 
required a different "haifcul” based on the credit ratings assigned by NRSROs. See 17 C.F'.R, 240,15c3-1, Since the 
mid-1970s, statutes and regulations increasingly have come to depend explicitly on NRSRO ratings. 
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http://www,sec.govMews/studies/2008/craexamination070808.pdf, at 21 , 
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of its proposal. See S&P Letter, Sep. 5, 2008. Although Moody’s historically has favored elimination of regulatory 
licenses, it backed down somewhat from that position in its recent comment letter on the SEC's proposed rules regarding 
regulatory reliance. See Moody’s Letter, at 5. 

* See S&P, Fundamentals of Structured Product Ratings, at 9. 

^ 2008 SEC NRSRO Report, at 41, 

17 CFR 243.100-243.103, 

” See also Item 10(c) of Regulation S-K, 

See Newby v. Enron Corporation, 51 1 F. Supp. 2d 741 (S.D. Tex. Feb. 16, 200,5). 

’3 Id. at 815-17, 

Newby at 817 (citing Report at 116). 

See In re Moody’s Corporation Securities Litigation, 2009 U.S. Dist, LEXIS 13894 (S.D.N.Y, Feb, 23, 2009). 

See In re National Century Financial Enterprises, inc., Investment Litigation, 580 F. Supp. 2d 630 (S,D. Ohio. JuL 22, 2008), 
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208 



488 17fii:st.r«^ti NW->.iti)|t6 sdo. 
8(a8.ljln9ton7 b&'i.OOOi 




209 


For release on delivery 
10:00 a.ni, EDI 
July 27, 201 1 


Slalcmcnt by 
Mark E. Van Dcr Weide 
Senior Associate Director 
Division of Banking Supervision and Regulation 
Board of Governors of the Federal Reserve System 
before the 

Subcommittee on Oversight and Investigations 
of the 

Committee on Financial Services 
U.S. House of Representatives 


July 27, 201 1 



210 


Chaimian Neugebauer, Ranking Member Capuano, and members of the Subcommittee, 
thank you for the opportunity to discuss section 939A of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act (the Dodd-Frank Act). To help achieve the important objective of 
reducing governmental and private sector reliance on credit ratings, section 939A requires all 
federal agencies to review their regulations for references and requirements related to credit 
ratings, remove such credit rating references and requirements from their regulations, and replace 
them with appropriate alternative standards of creditworthiness. 

In ray testimony, I will first describe how the Board has used credit ratings in its 
regulations, I will then discuss the problems associated with credit ratings that were observed 
during the recent financial crisis and how section 939A of the Dodd-Frank Act attempts to 
address those problems. Lastly, I will discuss the most important considerations in developing 
alternative standards of creditworthiness and describe the Board’s efforts to develop these 
standards. 

A credit rating is an assessment by a third-party rating firm of the credit risk of a 
financial instrument-thal is, whether the issuer of the instrument (the borrower) will meet its 
contractual obligations to pay principal and interest to the holder of the instrument (the creditor). 
As detailed in the report the Board submitted to the Congress last week, in accordance with 
section 939A,' the Board has reviewed its regulations for references to and requirements 
regarding the use of credit ratings. In all, we identified 46 references to or requirements 
regarding credit ratings in our regulations. 


‘ See Board of Governors of the Federal Reserve System (201 1), Report to the Congress on 
Credit Ratings (Washington: Board of Governors, July), 

www.federalreserve.gov/publications/other-reports/files/credit-ratings-report-201 107.pdf. 
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Most of these references to credit ratings are in the Board’s risk-based capital rules for 
state member banks and bank holding companies. For example, under the Board’s risk-based 
capital rules, a banking firm’s capital requirements for certain securitization positions and 
trading positions are in whole or in part a function of the position’s credit rating.^ Other 
references appear in regulations governing transactions between banks and their affiliates, in 
regulations on international banking operations, and in regulations governing state member bank 
investments in financial subsidiaries. For example, whether a foreign branch of a U.S. bank may 
invest in a foreign government debt obligation may depend on the credit rating of the obligation.^ 

For many years before the introduction of credit ratings in banking regulations, investors 
had used credit ratings to assist them in making investment decisions, Credit ratings provided a 
uniform, market-driven, third-party assessment of the creditworthiness of countries, state and 
local governments, and companies. Federal agencies later incorporated credit ratings into their 
regulatory frameworks in part because of these same positive attributes. 

The recent financial crisis, however, made manifest serious flaws associated with the 
methodologies and processes used to determine credit ratings, particularly ratings for structured 
finance positions. For example, the rating agencies used untested models that were revealed to 
be based on flawed assumptions and that relied on limited and unverified data about underlying 
asset pools to predict default frequencies of structured finance positions. The rating agencies 
also provided insufficient transparency to market participants about those models and about how 
their ratings of structured finance positions differed from ratings of unstructured debt. In 
addition, the rating agencies suffered from potential conflicts of interest due to their “issuer 
pays” compensation arrangements and other factors. 

^ See 12 CFR parts 208 and 225, Appendix A, § III, and Appendix E. 

^ See 12 CFR 21 1,4. 



These flaws contributed to the issuance of credit ratings that severely underestimated the 
credit risk of many mortgage- and assct-backcd securities. Investors, for their part, relied too 
heavily and uncritically on these ratings in making investment decisions. Indeed, downward 
revaluations of many of these securities by market participants between 2007 and 2009, and the 
resulting loss of confidence in the accuracy of credit ratings, contributed meaningfully to the 
destabilizing dynamics of the recent financial crisis. 

Section 939A of the Dodd-Frank Act is one of a number of provisions in title IX of the 
statute intended to address the various problems associated with credit ratings and the rating 
agencies that became evident during the crisis. Section 939A was intended to help address these 
problems by removing credit ratings from federal regulations, thereby helping eliminate any 
government-induced demand for, and reliance on, ratings. In place of ratings, under 
section 939A, the Board (and each other federal agency) generally must substitute appropriate 
alternative standards of creditworthiness that are as uniform as possible. 

The level of difficulty associated with removing credit ratings from the Board’s 
regulations varies considerably from regulation to regulation. Complete removal of credit 
ratings from the Board’s risk-based capital rules for banking firms poses the greatest challenge. 
To protect the safety and soundness of individual banking firms and of financial stability more 
broadly, we are striving to develop alternative standards of creditworthiness for use in our risk- 
based capital rules that possess the virtues of credit ratings but not the vices. 

There are several key characteristics of a good alternative creditworthiness standard. 

Most importantly, the standard should be reliably risk-sensitive; it should effectively mea.sure the 
relative credit risk of various types of financial instruments and counterparties. Reducing the 
risk sensitivity of the risk-based capita! rules would make a banking firm’s risk-based capital 
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ratios less informative of the firm’s capital adequacy and would make the capital rules easier to 
arbitrage. In addition, the standard should result in a consistent and transparent application 
across different types of financial instruments and counterparties. Moreover, the standard ideally 
should auto-adjust on a timely basis to reflect changes in the credit-risk profile of an instrument 
or counterparty and should auto-adapl to cover new financial market practices. Finally, the 
standard should be relatively simple to implement and should not increase the regulatory burden 
for banking firms, especially small banks. Obviously, credit ratings themselves do not meet all 
these criteria, and developing good replacements for credit ratings is a particularly difficult task. 

Since the Dodd-Frank Act was signed into law last July, the Board has been working with 
the Office of the Comptroller of the Currency (OCC) and the Federal Deposit Insurance 
Corporation (FDIC) to carry out the 939A mandate. To further this effort, in August 2010, the 
Board and the other banking agencies issued an advance notice of proposed rulemaking 
requesting public comment on alternative standards of creditworthiness to be used in the risk- 
based eapital rules. In addition, in November 2010, the Board hosted a roundtable discussion 
with the other banking agencies, academics, and industry experts to solicit views on how to 
replace credit ratings in our capital rules. 

Public commenters on our 939A efforts have expressed concern about the statutory 
mandate of section 939A and have suggested it could lead to competitive distortions across the 
global banking system and the domestic banking landscape. Most commenters have emphasized 
the need for alternative standards of creditworthiness to be risk-sensitive. In addition, 
commenters representing less complex banking firms have indicated that any alternative standard 
should be reasonably easy to implement, should allow banks of varying size and complexity to 
arrive at the same assessment of creditworthiness for similar exposures, and should take into 
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account the costs and burdens imposed on small firms. We are particularly sensitive to the 
difficulties of constructing effective, low-burden replacement standards for smaller banks, which 
have less credit-risk assessment resources than large banks. 

The Board continues to work closely with the other banking agencies to develop 
appropriate alternative standards for banking firms to use to meet regulatory requirements for 
assessing the credit risk of financial instruments and counterparties. We are considering a 
number of approaches, including approaches that rely on market-based indicators, such as bond 
spreads; approaches that rely on balance-sheet financial ratios; and approaches that rely on 
internal assessments of credit risk by banking firms. Each of these approaches, like the use of 
credit ratings, has strengths and weaknesses. The Board anticipates that it will propose 
amendments to remove references to credit ratings from its regulations in the near future, 
including through proposals to implement recent international agreements on capital by the Basel 
Committee on Banking Supervision, 

The Board also has been active in the international efforts to encourage reduced 
dependence on credit ratings across the global financial system. Such efforts include the 
development and publication of principles by the Financial Stability Board in 2010 for reducing 
reliance on credit ratings by supervisors and market participants as well as work that is currently 
being conducted by the Basel Committee to revise the Basel capital framework to reduce reliance 
on ratings.'' Although the international financial regulatory community is working to reduce 
reliance on credit ratings, the Basel capital framework (including several components of the 
recent Basel III agreement) continues to incorporate credit ratings in material ways. 

'' See Financial Stability Board (2010), Principals for Reducing Reliance on CRA Ratings 
(Basel, S-witzerland: Financial Stability Board, October), 
www.financialstabilityboard.org/publications/r_101027.pdf. 
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Accordingly, we will need to find ways to synchronize our 939A changes with the global bank- 
capital accords. 

The Board welcomes input from the public and from members of the Subcommittee on 
this important issue of public policy. Thank you for the opportunity to describe the Board’s 
efforts to date to implement section 939A of the Dodd-Frank Act. I am happy to answer any 
questions. 



216 


TESTIMONY 
Lawrence J. White 

Professor of Econoniics, Stem School of Business 
New York University 

Before the 

Subcommittee on Oversight and Investigations 
Committee on Financial Services 
United States House of Representatives 
Hearing on 

“Oversight of the Credit Rating Agencies Post-Dodd-Frank” 
My 27, 2011 


Chairman Neugebauer, Ranking Member Capuano, and members of the Subcommittee; My 
name is Lawrence J. White. I am a Professor of Economics at the NYU Stem School of Business. 
During 1986-1989 I served as a Board Member on the Federal Home Loan Bank Board; in that 
capacity I was also one of the three board members of Freddie Mac. I have written extensively on 
the credit rating agencies; a chronological list of these writings is at the end of this statement, as is 
my short biographical summary. I represent solely myself at this hearing. 

Thank you for the opportunity to testify today on this important topic. I have appended to 
this statement for the Committee a longer article on the credit rating agencies that appeared in the 
Spring 2010 issue of the Journal of Economic Perspectives , which is published by tlie American 
Economic Association and which I would like to have incorporated for the record into the statement 
that I am presenting today. 

The three large U.S.-based credit rating agencies - Moody’s, Standard & Poor’s, and Fitch- 
and their excessively optimistic ratings of subprirae residential mortgage-backed securities (RMBS) 
in the middle years of the past decade played a central role in the financial debacle of the past two 
years. Given this context and history, it is understandable that there would be strong political 
sentiment - as expressed in Sec. 932 of the Dodd-Frank Act - for more extensive regulation of the 
credit rating agencies in hopes of forestalling future such debacles. The advocates of such 
regulation want (figuratively) to grab the rating agencies by the lapels, shake them, and shout “Do a 
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better job!” 

This urge for greater regulation is understandable and well-intentioned - but it is misguided 
and potentially quite harmful. Tbe heightened regulation of the rating agencies is likely to 
discourage entry, rigidity a specified set of structures and procedures, and discourage innovation in 
new ways of gathering and assessing information, new technologies, new methodologies, and new 
models (including new business models) - and may well not achieve the goal of inducing better 
ratings from the agencies. Ironically, it will also likely create a protective barrier around the 
incumbent credit rating agencies and is thus likely to make them even more central to and important 
for the bond markets for the future. 

There is a better route. That route is also embodied in the Dodd-Frank Act: in Secs. 939 and 
939A. These are the sections that remove statutory references to ratings (Sec. 939) and that instnict 
federal agencies to review and modify their regulations so as “to remove any reference to or 
requirement of reliance on credit ratings and to substitute in such regulations such standard of 
credit-worthiness ... as appropriate. . .” (Sec. 939A). 

An understanding of why this is a better route requires some background: 

Let’s start with the basics: The fundamental question of finance for lenders (and for bond 
investors who are, in essence, lenders) is: “Will I be paid back?”; or, in a slightly more elaborate 
form, “What is the likelihood that I will be paid back?” 

To answer this question, lenders gather information about prospective borrowers (so as to 
try to figure out who are likely to be the more creditworthy borrowers, and who are less so) and also 
about existing borrowers (so as to try to forestall any potential problems as to repayment and to be 
able to intervene early if repayment problems do begin to arise). In many instances - e.g., loans by 
banks to households and small businesses - financial institutions do their own (in-house) credit 
analyses, although they may still outsource the collection of data (as in the use of FICO scores for 
loans to households). In the case of bonds, fiiere are clearly some financial institutions that are large 
enough and sophisticated enough that they can gather their own information and do their own (in- 
house) credit analyses; however, smaller financial institutions are more likely to rely on third-party 
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creditworthiness infonnation services as m^or inputs for their decisions with respect to buying or 
selling bonds. 

In essence, a tender’s analysis of and decision with respect to a borrower’s creditworthiness 
is a process that involves information: gathering information, analyzing information, forming 
judgments about the tending implications of that infonnation. 

There are many potential sources of creditworthiness infonnation: As was just discussed, 
tenders can rely on their own internal information gathering and creditworthiness assessments; or 
they can rely on third-party creditwortliiness information services. The three large credit rating 
agencies - Moody’s, Standard & Poor’s, and Fitch - are frequently described in the media as if they 
were the only third-party sources of such information for the bonds in which many financial 
institutions invest. But that is a false impression. There are many other third-party sources of such 
infonnation (as well as the in-house sources in large financial institutions), such as smaller credit 
rating agencies or other creditworthiness information firms that may not describe themselves as 
“credit rating agencies” but are nevertheless providing similar types of creditworthiness 
infonnation. In addition, most securities firms have “fixed income analysts,” who perform similar 
types of analyses on bonds, which become the basis for the creditworthiness advice that these 
securities firms offer to their clients.* 

How then did the three major credit rating agencies attain such a central place in the bond 
creditworthiness information process? At least part of the answer can be found in the history of 
U.S. prudential (“safety-and-soundness”) regulation of regulation of financial institutions, beginning 
with banks. In 1936, bank regulators mandated that banks could not hold “speculative” bonds - as 
determined by the ratings of the major credit rating agencies. (This requirement is still in place 
today.) In the following decades, similar mandates were applied to insia-ance companies, pension 
funds, broker-dealers, and money market mutual funds. 


' It is worth noting that fixed income analysts are a sizable and substantial enough 9’onp that they have their own 
professional society: the Fixed Income Analysts Society, Inc. (FIASI; see www.fiasi.org). 
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In essence, regulatory reliance on these specific rating agencies’ ratings imbued these third- 
party judgments about the creditworthiness of bonds with the force of law! The regulators had 
outsourced or delegated this specific safety judgment. This problem was compounded when the 
SEC created the category of “nationally recognized statistical rating organization” (NRSRO) in 
1975 and subsequently became a barrier to entry into the rating business. As of year-end 2000 there 
were only three NRSROs: Moody’s, Standard & Poor’s, and Fitch.^ 

It should therefore come as no smprise that when this (literal) handful of rating firms 
stumbled badly in their excessively optimistic ratings of the subprime RMBS, the consequences 
were quite serious. 

This recognition of tire longstanding role of financial regulation in forcing the centrality of 
the major rating agencies then leads to the alternate prescription, which is embodied in Dodd- 
Frank’s Secs. 939 and 939A: Eliminate regulatory reliance on ratings - eliminate the ratings ’force 
of law — and bring market forces to bear. Since the bond markets are primarily institutional markets 
(and not a retail securities market, where retail customers are likely to need more help), market 
forces can be expected to work - and the detailed regulation that is embodied in Dodd-Frank’s Sec. 
932 is unnecessary (as well as ill-advised). Indeed, with the elimination of regulatory reliance on 
ratings, the entire NRSRO regulatory superstructure should be dismantle4 and the NRSRO 
category should be eliminated. This elimination could well cause the major rating agencies to be 
less important for the future. 

As Secs. 939 and 939A recognize, the regulatory requirements tlrnt prudentially regulated 
financial institutions must maintain safe bond portfolios should remain in force. But financial 
regulators - especially the U.S. banking regulators - have been having difficulties determining how 
to ensure that their regulated entities maintain safe bond portfolios without continuing the automatic 
reliance on ratings of the past 75 years. 


^ Because of subsequent prodding by the Congress, and then the specific barrier-reduction provisions of the Credit 
Ratmg Agency Reform Act of 2006 (CRARA), there are now ten NRSROs. 
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The proper approach in this regard is, fundamentally, to approach the safety of a financial 
institution’s bond portfolio in the same way that bank regulators approach the safety of banks’ loan 
portfolios more generally; First, regulators should place the burden directly on the regulated 
institutions to demonstrate and justify to their regulators that their bond portfolios are safe and 
appropriate - either by doing the creditworthiness research and analysis themselves, or by relying 
on third-party creditworthiness information firms. Larger financial institutions might well choose 
tlie former route, while smaller financial institutions might well choose the latter. In the latter case, 
the financial institutions might choose to continue to rely on the judgments of the existing large 
credit agencies and their ratings, but they could instead select other creditworthiness information 
firms whose forms of judgments and opinions might be described in different terms fkira “ratings.”^ 

Under either route, the regulators must then check carefully that the regulated entity has 
been competent in its processes of doing its research/analysis or of choosing reliable third-party 
creditwortliiness information firms.'* 

This process will require more effort on the part of regulators and on the part of the 
regulated institutions than has been required under the system of regulatory reliance on NRSRO 
ratings. It is understandable that regulators and their regulated financial institutions would be 
reluctant to move away from an “easy” system of outsourcing safety judgments, with which they 
have been familiar for as long as 75 years. However, the alternative approach that I have suggested 
is, as discussed above, fundamentally no different from what bank regulators already do through 
their “examination and supervision” processes with respect to other types of loans in banks’ 


^ As was discussed above, included in these other sources of creditworthiness information are the fixed income 
analysts at securities firms. These sources may be considered to be too “conflicted” (e.g., they might be considered 
to be advocates for the securities that their firms want to sell or buy) to be a trustworthy source of creditworthiness 
information. However, if the barriers to entry that were created by the NRSRO system and the regulatory reliance 
on NRSRO ratings were removed, these individuals might be more inclined to “hang put their own shingles” and 
establish themselves as. freestanding creditworthiness information services - thereby increasing the availability of 
such services. 

■* Even if a regulated financial institution does not have the expertise to do the research and analysis itself, it should 
be expected to have the necessary competence with respect to its selection of third-party creditworthiness 
information firms. However, because a regulated financial institution always has an incentive to take on excessive 
risk unless restrained by regulators, the latter must check to make sure that the institution has not chosen a third- 
party creditworthiness information firm that will jnovide a cover for excessive risk taking (e.g,, by indicating that 
risky securities are safe and appropriate for the institution). 
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portfolios. It should be reariily applicable to bonds as well, whether in the portfolios of banks or in 
the portfolios of other financial institutions. And the consequences of persisting with the system of 
regulatory reliance on NRSRO ratings are too perverse. 

Under the alternative approach that I have outlined, financial institutions could then call 
upon a wider array of sources of advice on the safety of their bond portfolios, and the bond 
information market would be opened to innovation and entry in ways that have not been possible 
since the 1930s. 

My appended JEP article provides greater elaboration on many of these points. Since that 
article preceded the enactment of the Dodd-Frank Act July 2010 and specifically the enactment of 
Sec. 932 and its further regulation of the NRSROs, I will expand here on the drawbacks of that 
approach. 

The provisions of Sec. 932 are devoted primarily to efforts to increase the transparency of 
ratings and to address issues of conflicts of interest of the NRSROs. The latter arise largely from 
the major rating agencies’ business model of relying on payments from the bond issuers in return 
for rating their bonds.* These provisions expand and elaborate on a set of NRSRO regulations that 
the SEC had previously implemented. 

Again, the underlying urge to “do something” in the wake of the mistakes of the major 
credit rating agencies during the middle years of this decade is understandable. Further, the “issuer 
pays” business model of those rating agencies presents an obvious set of potential conflict-of- 
interest problems that appear to be crying out for correction,* 


’ It is worth noting that three smaller U.S.-based NRSRO rating agencies have “investor pays" business models and that 
the “investor pays" mode! was the original model for John Moody and for the industry more generally, until the major 
rating agencies switched to the “issuer pays” model in the late 1 960s and early 1970s. 

^ It is important to remember, however, that the major credit rating agencies switched to the “issuer pays” model in the 
late 1 960s and early 1970s, and that the serious problems only arose three decades later, and also arose only in the area of 
RMBS and not in the areas of “plain vanilla” corporate bonds or municipal bonds. Apparently, the agencies’ concerns 
for their long-run reputations and the transparency and multiplicity of issuers prior to the current decade all served to 
keep the potential conflict-of-interest problems in check during those three intervening decades. See my appended JEP 
article for more discussion of why the “issuer pays” model broke down in the area of RMBS but didn’t do so in the other 
areas. 
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Nevertheless, the dangers of Sec, 932 are substantial: They ask the SEC to delve ever 
deeper into the processes and procedures and methodologies of credit ratings. In so doing, these 
provisions are likely to rigidify the industry along the lines of the specific implementing regulations 
that the SEC devises, as well as raising the costs of being a credit rating agency. Sec, 932 will 
thereby discourage entry and innovation in new ways of gathering and assessing information, in 
new methodologies, in new technologies, and in new models - including new business models.’ 

Further, it is far from clear that the Sec. 932 provisions will actually achieve the goal of 
improving ratings. One common complaint against the large credit rating agencies is that they are 
slow to adjust their ratings in response to new information.* But this appears to be a business 
culture phenomenon for the rating agencies (which was present, as well, in the pre-1970s era when 
the rating agencies had an “investor pays” business model). As for the kind of over-optimism about 
the RMBS in the decade of the 2000s that saibsequently created such serious problems, the rating 
agencies were far from alone in “drinking the Kool-Aid” that housing prices could only increase and 
that even subprime mortgages consequently would not have problems. It is far from clear that, had 
they been in effect, the Sec, 932 regulations would have curbed such herd beliavior. Also, the tliree 
large credit rating agencies are quite aware of the damage to their reputations that have occurred and 
have announced measures — including increased transparency and enhanced efforts to address 
potential conflicts - to repair that damage. 

In sum, the provisions of Sec. 932 are deeply flawed and wrongheaded. 

Tliere is a better overall route, which is embodied in Secs,. 939 and 939A: Eliminate all 
regulatoiy reliance on ratings, by the U.S. financial regulatory agencies - eliminate the force of law 
that has been accorded to these third-party judgments. The institutional participants in the bond 

’ Although the provisions of .Sec, 932 and of the SEC’s regulation under the CRARA apply only to NRSROs, the 
maintenance of this categoiy clearly imbues the NRSROs with a greater status and prominence; also, there is always 
the possibility - which was included in an early Obama Administration proposal, which (fortunately) was 
subsequently dropped - that all creditworthiness information firms should be required to become NRSROs and 
would thereby become subject to the SEC’s regulation. 

® This complaint has been present for decades. It surfaced strongly in the wake of the Enron bankmptcy in November 
2001, with the revelation that the major rating agencies had maintained “investment grade” ratings on Enron’s debt until 
five days before that company’s bankruptcy filing. More recently, the major agencies had “investment grade” ratings on 
Lehman Brothers’ debt on (he morning that it filed for bankruptcy. 
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markets could then more readily (with appropriate oversight by financial regulators) make use of a 
wider set of providers of information, and the bond information market would be opened to new 
ideas and new entry in a way that has not been possible for 75 years. 

Thank you again for the opportunity to appear before this Committee; I would be happy to 
respond to your questions. 


Publications by Lawrence J. White on the Credit Rating Agencies 

“Don’t Like the ‘Power’ of the Bond Rating Firms? Basel 2 Will Only Make It Worse,” in Bumps 
on the Road to Basel: An Anthology of Views on Basel 2 . Centre for the Study of Financial 
Innovation, 2002. 

“The Credit Rating Industry: An Industrial Organization Analysis,” in R.M. Levich, G. Majnoni, 
and C.M. Reinhart, eds. Ratines. Rating Agencies and the Global Financial System . Kluwer, 2002. 

“An Industrial Organization Analysis of the Credit Rating Industry,” in M.K. Ong, ed., Credit 
Ratines: Methodologies. Rationale and Default Risk . Risk Books, 2002. 

“ITie SEC’s Other Problem,” Regulation. Winter 2002-2003; reprinted in C.H. Rajeshwer and S. 
Jutur, eds.. Credit Rating Agencies: Emerging Issues . ICFAI University Press, 2005J 

“The Bond-Rating Game,” StemBusiness . Fall 2003. 

“Good Intentions Gone Awry: A Policy Analysis of the SEC’s Regulation of the Bond Rating 
Industry,” Policy Brief #2006-PB-05, Networks Financial Institute, Indiana State University. 

“A New Law for the Bond Rating Industry” Regulation . Spring 2007; reprinted in V.V.L. Gayathri, 
ed.. Credit Rating Agencies: Regulatory Road-Map . Amicus Books, 2009. 

“The Rating Agencies: Is Regulation the Answer?” in V. Acharya and M. Richardson, eds., 
Restoring Financial Stability: How to Repair a Failed System . Wiley, 2009 (with M. 
Richardson). 

“The Credit Rating Agencies and the Subptime Debacle,” Critical Review. Nos. 1-2, 2009; 
reprinted in J. Friedman, ed.. Causes of the Financial Crises . Univ. of Pennsylvania Press, 
forthcoming 20 10. 

“A Brief History of Credit Rating Agencies; How Financial Regulation Entrenched This 
Industry’s Role in the Subprime Mortgage Debacle of 2007-2008,” Mercatus on Policy . No. 57, 
October 2009. 


8 



224 


“Wrong on Ratings,” Financial World . December-Januaiy 2009-201 0. 

“Credit Rating Agencies & Regulation: Why Less Is More,” in R. Johnson and E. Payne, eds.. 
Make Markets Be Markets . Roosevelt Institute, 2010. 

“Credit Rating Agencies and the Financial Crisis: Less Regulation is a Belter Response,” Journal of 
International Banking Law and Regtilation , 2010. 

“Markets: The Credit Rating Agencies,” Journal of Economic Perspectives . Spring 2010. 

“Regulation of Rating Agencies,” in V.V. Achaiya, T.F. Cooley, M.P. Richardson, and I. Walter, 
eds.. Regulating Wall Street: The Dodd-Frank Act and the New Architecture of Global Finance . 
Wiley, 201 1 (with E.I. Altman, T.S. Oncu, M. Richardson, and A. Schmeits). 
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Markets 

The Credit Rating Agencies 


Lawrence J. White 


This feature explores the operation of individual markets. Patterns of behavior 
iii niarkets for specific goods and serviees offer lessoits about ttite detenniiiants and 
effects of supply and demand, market structure, strategic behavior, and government 
regulation. Suggestions for; fit rare columns arid comments oh pastones should be sent 
to James R. Hines Jn, c/o Jmmal.(^.E<mmic Perspectives, J>e^3.nwm. of Economics, 
University, of Mich^an, 6ll Tappaxi Sc Aim Arbor, Michigaii 4S.1O9-1220, 


introduction 

In 1909, John Moody published the, first publicly available bond racings, 
focused entirely on railroad bonds. Moody’s firm was followed by Poor’s PubUstiing 
Company in 1916,ihe Standard Statistics Company in 1922, and tlie Fitch Publishing 
Company, in 1924, These firms' bond ratings wSre sold, to, boiid.iiivestpis in thick 
manuals. These firms evolved over, time. Dun & Bradstreet bought Moody’s in 1962, 
but then subsequently spun it Off in 2000 as a free-staridihg corporation. Poor's 
and Standard merged in 1941; Standard & Poor’s was then absorbed byMcGraw- 
HUl in, 1966. Fitch merged with, IBCA, (a British firm, Which, was a .subsidiary of 
FiMlLAC, a French business services conglomerate), in 1997. At the end of the year 
2000, at about the time that the market for structured securities that Were based on 
subprime residential mortgages began grotving rapidly, the issuers of these securi- 
ties had only these three crediirratirig,agencies to whom they conld. ttirn to obtain 
their all-important ratings: Moody’s, Sistndard & Poor’s (S&P), and Fitch. 


■ Lmmtcejf. WMte is Prof^sor ofEcmm^, Stem School of Business, Beio York (Miversily, 

Nm York. Bis e-mail address tS {lMhit^stem.rs)u.edai). 

dpi*10.1267/jep.24.2,,2Il 
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Favorable ratings from these three credit agencies were crucial for the successful 
sale of the securities based bn subprime residential mortgages and other debt obliga- 
tions. The sales .of these bonds, in turn, were an important underpinning for the 
financing of the self-rein forcing price-rise bubble in the U.S. housing market. When 
bouse prices ceased rising in mid 2006 and then began to decline, the default rates 
oh the mortgages underlying these securities rose sharply, and those initial ratings 
proved to be excessively optimistic. The jatice declines and uncertainty surrounding 
these widely-held securities then helped to turn a drop in housing prices into a wide- 
spread crisis in the U.S. and global financial systems. 

This paper will explore how the. firiancial.regulatory Structure propelled these 
three credit rating agencies to the center of the U.S. bond markets— and thereby 
virtually guaranteed that when these rating agencies, did make mistakes, those 
mistakes would have serious consequences for the financial sector. We begin by 
looking at some relevant history of the industry, including the series of events that 
led financial regulators to outsource their judgments to the credit rating agen- 
cies (by requiring financia! institutions to use the specific bond creditworthiness 
information that was provided by the major rating-agencies) and when the credit 
mitig agencies shifted their business model from “investor pays" to “issuer pays.”’ 
We- then look at how the credit rating industry evolved, and how its interaction 
with regulatbty authorities served as a barrier to entry. We then show how> these 
ingredients combined to contribute to the subprime mortgage debacle and associ- 
ated finaiicial crisis. Finally, we consider two' possible routes for public policy with 
respect to the credit rating industry: One route would tighten the regulation of the 
rating agencies, while the other route would reduce tire required centrality of the 
rating agencies and tliereby open up the bond information process in way that has 
ilot been possible sihce the ISSOs. 


A History of Outsourcing Regulatory Judgment 

A central concern of any lender — including the lenders/investors in bonds — 
is whether a potential dr actual borrower is likely to repay the loan. Along with 
collecting their own information about borrowers, and imposing requirements 
like collateral, co-sjgners, and restrictive covenants in bond indentures of lending 
agreements, those Who lend money may also seek outside ad-yice about creditworthi- 
ness. The purpose of credit rating agencies is to. help pierce the fog of asymmetric 
information by offering judgments- — they prefer the word "opinions”^ — about 


^ OT«rviews of the credit rating iodixslry can be fbimd in, for example. Cantor and Packer <1995). 
Langohr and Langobr (2008), Partnoy (!999i 2002), Ricbardson and. White (2009), Sinclair (2005)^ 
Syna. <2002); and While (2002a, 2002b, 2006, 2<)0?, 2009). 

^TbcratingagenciesfavoT that term "opinjon*'becauseitsuppottstbeir-claim tbattheyaFe“pnblishers.’’ 
One implication is that the oreifit rating a|en'ci« thiis enjoy the protections of the First Amendment 
of the U.S. Constitution when they are sued l^inve^ors and by issuers who claim that they have been 
injured by the actions of the agencies. 
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the credit quality of bonds that are issued by corporations, U.S. state and local 
governments, “sovereign” government. issuers of bonds abroad, and (most recently) 
mortgage securitizers. 

Irj die early 5 «ars of Moody’s, Standard,- Poor’s, and Pitch, they earned revenue 
by selling their assessments of creditworthiness to investors, This occurred In the 
era before the Secundes and Exchange Gommissjpn (SEC) was created in 19S4 and 
began requiring corporations to issue standardized financial statements. These 
judgments come in the form of •ratings,” which are usually a letter grade. The 
best-known scale is that used by Standard, fe Poor's and some odier rating agencies; 
AAA, AA, A, BBS, BB, arid so on. With pluses and .mmuses as weli. 

However, a major change in the relationship between the credit ratiiig 
ageftcies and the U.S. bond markets occurfed in the 19S0s. Batik regulators 
were eager to encourage banks to invest only in safe bonds. They issued a set 
of regulations that: culminated in a 19S6 decree that; prohibited banks from 
investing in "speculative investment securities” as determined, by “recognized 
rating manuals.” ‘Speculative” securities (which, nowadays would be called 
“junk bonds”) were below ‘investment grade.” Thus, banks were restricted 
to holding only bonds that. were ‘invesfinent grade" — in modern ratings, this 
wrould be equivalent to bonds that were rated BBB- or better on the Standard 
& Poor’s scale. With these regulatiohs ih place, banks were no longer free to act 
on information about bonds from any source that they deemed reliable (albeit 
within oversight by bank regulators). .They were instead forced to use the judg- 
ments ofThe publishers of the “recognized rating manuals” — which were only 
Moody's, Poor's, Standard, arid Fitch. Essentially, the creditworthiness jv4gmenis' of 
ihese thirdrparty raiers had attained the force of law. 

In the following decades, the insurance.regulatorsof tlie 4S (and .eventually 50)' 
states followed a similar path. State insurance regulators established minimum 
capital lequirerrieiits that were geared to. the ratings bn the bonds in which the 
insurance companies invested — the ratirrgs, of course, coming from the samesmall 
group of fating agencies. Once again, an iropof tani set of reg.uiaiors had delegated 
their safety decisions to tlie credit rating agencies. In the 1970s,; federal pension 
regulators pursued asiinilar strategy.® 

the Securities and Exchange Commission crystallized the centrality of the 
three rating agencies in 197S, when it decided to modify its minimum capital 
requirements for broker-dealers, who include major investment banks and secu- 
rities. firms. Following the pattern ...of the other financial regulators, the SEC 
wanted those capital, requirements to be sensitive to the riskiness of the broker- 
dealers’ asset portfolios and hence wanted to use bond ratings as the indicators 


^ Other countries also iDcorpbfafed tatingsinlo tfaeir.regiilattbu of finaiidal insliluiions, though 

not as. extcnstvely as in the United States. For an overview, see Sinclair pp. 4'? -49), Langphr 

aaid Laagohr (2008, pp. ^1-34), and.joint Fonnn .(2009). Tb.e “New Basel Capital Accord" (often 
described as “Basel 11"), which is being adopted ilQt«^ationahy (albeit with modifications <hie to the 
financial crisis), uses ratings on the debt bdd by banks as one of three posrible firameworks for deter- 
mining those banks' capital requirements-.. 
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of risk. But it worried, that references xo “recognized rating manuals" were too 
vague and that a bogus rating firm might arise fliat woiiid promise AAA ratings 
to those companies that would suitably reward it and “DDD” ratings to those that 
would not. 

To .deal with this potential problem, the Securities and. Exchange Commission 
created a new category — “nationally recognized, statistical fating orgahizatiori" 
(NRSRO) — and immediateiy grandfathered Moody’s, Standard & Poor’s, and 
Fitth into; the category, The SEG declared that only the ratings of NRSROs were 
valid for the determination, of the broker-dealers’ capital requirements. Other, 
financial, regulators sOon adopted, the NRSR.O category and the rating ageiicies 
withia:it. .In the early 1990s, the SEC again made use of the NRSROs’ ratings when 
it established safety requirements for the coihmercial paper (short-term debt) held 
by money ma.rke t mutual funds. 

Taken together, these regulatory rules meant, that the judgments of credit 
rating agencies became of central importance in bond marke ts. Banks and many 
otiier financial institutions could satisfy the safety requirements of their regula- 
tors by just heeding the ratings, rather than their own evaluations of the risks of 
the bonds. Because these regulated financial instimtiohs Were such important 
participants in the bond- market, other players in . the. market — both buyers and 
sellers— heeded to pay particular attehtioh to the bond raters’ pronouace.ments 
as tvell. The, irony of the regulators’ reliance on .the judgments of credit rating 
agencies is powerfully revealed by a line in Standard &. Poor’s standard disclaimer 
atthe boftom ofitscreditTatings: “[A]ny user of the information contained herein 
should hot rely oh any credit rating or other opinion contained herein, ift making 
any investment decision.” (Moody’s ratings have a similar disclaimen) 


From Invesitor Pays to Issuer Pays 

One. other piece, of history is important: In the early 1970s, the basic busi- 
ness model of the large rating agencies changed. In place of the “investor pays” 
model tha.t had been established by John Moody in 1909, the credit rating agencies 
converted to an ‘issuer pays" modei, whereby the entity issuing the bonds also pays 
the rating firm to rate, the bonds. The reasons for this change of business model 
have not been established definitively. Several candidates have been proposed. 

First, the ratingfirms may have feared that their sales pf rating manuals would 
suffer from the consequences of the. high-speed photocopy machine (which was 
just entering widespread use), which would allow too many investors to free ride by 
obtaining photocopies froih their friends. 

Second, the bankruptcy of the Penn-Central Railroad in 1970. shocked the 
bond markets and made debt issuers more conscious of the need to assure bond 
investors that they (the issuers) reallywere low risk, and they were wiiiing to pay the 
credit rating firms for the opportunity to have the latter vouch for them (Fridson, 
1999). However, this argument cuts both ways, because the same shock should have 
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aJso made investors more willing ;to pay to find out which bonds were really safer, 
and ■which were not 

Third, the bond rating firms may have belatedly realized that the financial 
regulations dttscribed above meant that bond issuers needed their bonds to have the 
" blessing” of one or more rating, ^endes in orderto get those bonds into the portfo* 
iios of financial institutions, and the issuers should be ■willing to pay for the privilege. 

Fourth, the bond rating business, life many information industries, invol'ves a 
‘two-sided market," -where payments can come from one or both sides of the market 
(as: discussed in this journal by Rysman,- 2009)'. For example, in. the two-sided 
markets of newspapers and .magazines, business models range from ‘subscriptioh 
revenues, only" (like Consumer Repcrts) to “a mix. of subscription revenues plus 
advertising revenues’’ (most newspapers and magazines) to “advertising re'venues 
only" (like Tfte Village Vbice^ .some metropolitan “giveaway” daily newspapers, and 
some suburban weekly “shoppers"). Information, markets for the quality of bonds 
haw a similar feature, in that the information can be paid for by issuers of debt, 
buyers of debt, or some mix of the two' — and the actual outcome, may sometimes 
shift in idiosyncratic ways. 

Regardless of die reason, the. cljange to die “issuer pays” business model opened 
the door to' potential conflicts of interest; A rating agency might shade its rating 
upward fo as to keep the issuer happy and forestall the. issuer’s taking its rating busi- 
ness -cq adifierent rating.agency.' 

However, the rating agencies' concerns about their long-r-un reputations 
apparently kept the actual conflicts in check for the first three decades of expe- 
rfonse With the new business model (Smith and "Walter, .20.02; Capuette, Allman, 
Narayanan, and Niramo, 2008, chap. 6). There were two important and related 
characteristics of die bond issuing market that helped: First, there were thousands 
of corporate and government bond issuers, so that the threat by any single issuer 
(if it Was displeased by an agency’s rating) to take its business to a diflefent racing 
agency was not potent. Second, the corporations and governments whose “plain 
vanilla” debt Was being rated -were felatively transparent, so that an obviously incor- 
rect rating. would quickly be spotted by others and -would thus potentially tarnish 
the rater’s reputation. 


“Or the mforraatiopmighfbe^yen awayas^aUcss leader" to altracf evsioroers to other paying services 
of the information . provider. For example, in December Z009,' Momingstar, Inc. (which is primarily 
a mntual fund. Information company) began issuing corponile bond ratings with no foes direcily 
chaiged to anyone. 

’’Skretaand Veldtamp (2P09) develop a model in which the ability pf issuers to eboexye among.poten, 
tia'i raters leads to otierly optimistic ratings, even if the rateiS.are all trying honestly to. estimate the 
creditworthiness of the issuers.. In their model; the raters can onlytnake estiawtes of .lbe creditworthy 
ness of the issuers, which means that tbdr estimates -will have errors. If the estimates are (on average) 
correcland the errors are distributed syrrrmctrically ftbatis, the raters arc honest but less than perfect) 
but the issuers can choose which rating to purchase, the issuers will systematkall)' choose the most 
optiinistk. (This model thus has the same mechanisih- that underlies the operation of the “winner’s 
curse” in auction markets.) In an importantsense, it is the issuers* ability to select the rater that creates 
the conflict of interest. 
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Indeed, tlie major complaint about therating agencies during this era was not 
that they were too compKarrt to issuers' Wishes but that; they were tod tough and 
too powerful. This view was epitomized by the New YorkTimes columnist Tliomas L. 
Friedman’s remarks in a PBS “News Ho-ur“ irixerViewpn February IS, 1996; “There 
are two superpowers in the world today in my opinion. There’s the United States, and 
there’s Moody's Bond Sating Service, The United States can destroy you. by dropping 
bombs, .and Moody's can destroy you by downgrading your bonds. And believe me, 
it’s hot clear sometimes who’s more powerfiik” In October 1995, a.,Gotorad0 school 
district sued . Moodyfs,. claiming that: the rating ^ency deliberately underrated the 
school, district's bonds, in retaliation for the district's decision not to. solicit.a rating 
from'Moody's;® and other issuers apparently were also fearful of arbitrarily low ratings 
(Partnoy, 2002, p. ’79;,Fridson, 2002, p. 82; Sinclair, 2005, pp. 1.52-54, 172). 


How the Credit Rating Industry Evolved and Barriers to Entiy 

Although there appear to be roughly 150 local and international credit rating 
agencies worldwide (Basel Committee on Banking Supervision, 2000; LangoKr 
and Lar^ohr, 20.08, p. 384), Moody's, Standard & Poor's, and Fitch are clearly the 
dominant entities.. All three operate on a worldwide basis, with offices on:six conti- 
nents; each has ratings outstanding on tens of triJfionsof dollars of securities. Only 
Moody's: is a. free-standing company, so the most infprmatibn isAnown about that 
firm; Its 2008 annual report listed the company's total revenues at f 1.8 biiliorii.its 
net.re.yenues at$468 million, and its total a^ets at year-end at $1,8. billion (Moody’s, 
2009). .Fifty-two percent of its total revenue came from the United States; as recently 
as 2Q06 that fraction was two-thirds. Sixtymine percent of the company’s revenues 
comes from ratings; the rest comes from related services. At year.^nd 2008,. the 
company'.had approximately 3,900 employees, with slightly more than half located 
in the. United States. 

Because Standard & Poor’s and Fitch’s ratings opemtipns are components Of 
larger enterprises that report on a consolidated basis, comparable revenue and asset 
figures are not possible. But Standard & Poor’s, rating operations are roughly: the 
same size as Moody's, while Filch is somewhat smaller. Table 1 provides asetof roughly 
comparable data on each company’s analytical employees and numbers of issues 
rated. All three companies ..employ about the same numbers of analysts;- hotvever, 
Moody’s and Standard & Poor’s rate appreciably more corporate, and asset-backed 
securities than does Fitch. The market shares (based On revenues or issues, rated) of 
the three firms are commonly estimated » be approximately 40, 40, and. 15 jDercent 


‘iTiesuit was. eventually .dismissed. Sttfiffersm Cout^ School R-l a Mood’s fni'ator's Sennees, 

Inc., 176 F.Sd 848 (1990). After the suit , was Bled, -the U.S. Department of Justice's Antitras! Divi, 
stem operied ao mvestigatio;n to determine whether.Moody's alTeged threats of lowtinsol.icited ratings 
Gonstitutedan illegal exettise ofmarkelpower; the investigation was eventually dosed, ndth no charges 
filed f Partnoy, 2002., p. 79). 
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Tabtel 

Data from Form NRSRO for 2009 for Mood/s, Stand^d & Poor’s, 
aad FUcli 



Moody’s 

Standard & Poor's 

FUNi 

Kumber of analyst employees; 
Credifanalysts 

1,120 

1,081 

' 1,057,5 
SOS 

Credit, analyst superwsotTi 

1^6 

228 

ffumber pfbopdissues i-ated ofi 
Financial institiittons 

S4,75a 

47,300 

83,649 

Insurance companies 

6,277 

6,600 

4,797 

Corpofate issuers 

aj.l26 

26;900 

14,757 

Assct’bacVedsecurities 

109,261 

198.200 

77,480 

Government secinH tics 

192,953, 

976,000 

491,264 


SouTtes: Form NRSBD '2009, for each company,,^ found op each cbm;pah>’'^;;web5ite* 
Note: Table 1 provides a scl of Toughlyxomparaljk dala on each conipaoy^ anal>’tical 
employees and numbers of issues rated. The large numbers bf.bonds that are rated 
paniy derive froTn. the fact ^batmany ^ndsrepre^nlmuiiiple issues from the same 
issuer, which taiwially involve Htllc marginal effoil fiom the fating agency. 


for Moody’s, Standard & Poor’s, and Fitch, resi3ectiTCly (Smith and Walter,. 2002, 
p. 2S0; Caouettfi, Altman, Narayanan, and Nimmo, 2008, p. 82). 

During the 25 years that folldw«d the Securities and Exchange C.omrnissiph’s 
1978 creation of die “nadonally recognized statistical rating organizadort” category^ 
t|le SEC designated only four, addidpnal firins as NRSROs; Duff & Phelps in 19§2; 
McCarthy,. Crisanti & Maffei in 1983; IBGA in 1991;; and Ihomson BankWatch in 
1992. However, mergers among: the entrants, and tyith. Fitch caused, the humbef of 
NRSROs tc) return to the original three by year-end 2000. 

Of course, the. cfedit. rating industry ivas neter going to be a comtnodity busi- 
ness with hundreds of small-scale producers. The market for bond information 
is one where potential barriers: to entry like ecoriomies ofscale, the advantages 
Of experience, and brand name repuiadon are important features. Nevertheless, 
in creating the NRSRO designation, the Securides aiid Exchange Commission 
had become a significant barrier to entry into the bond rating business in its own 
right. Without the benefit of the NRSRO designation, any -wouid-be bond rater 
would likely remain small-scale.,New rating firms would risk being ignored by .most 
financial institutions (the “buy side” of the bond markets); and since, the finaa- 
cial inStitutioiiS'WouJd ignore the wbuid-be bond rater, so would bond issuers (the 
“sell side” of the markets). . 

In addition, die. Securities and atchange Commission, was remarkabiy opaque 
in its designation process. It never established formal criteria.for a firm to be desig- 
nated as a “nadonally recognized statistical rating organization,” never es tablished 
a formal application and review process, and never provided any justification or 
explaitation for why it “anointed” some firms with the designation: and refused to 
do so for others. 
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However,, it is, important to note that while the major credit rating agencies 
are a m^or sonrce of creditworthibess for bond investors, they are far from the 
only potential source. A few smaller rating firms— notably KM V, Egan-Jones, and 
I-ace Financial, all of which Had “inyestpr pays" business models— were able to 
survive, despite the absence of NRSRO designations (although KMV was absorbed 
by Mobdy*s in 2002). Some bond riiumaj funds do their own researchi as do Some 
hedge funds. “Fixed income analysts" at many financial services firms offer recom- 
mendations to tliose firms’ clients with respect td bond investments.’' 


Controversy Arrives for Credit Rating Agencies 

The “nationally recognized statistical rating- organization" system remained 
one of the leSs-well-knpwn features of federal financial regulation until the Enron 
bankruptcy of November 2Q01, In the wake of the Enron bankruptcy, however; the 
media and Congress noticed that the three msypr rating. agencies had maintained 
“investment grade" ratings on Enron’s bonds until five days before that company 
declared bankruptcy, This notoriety led to Congressional hearings in which the 
Securities and Exchange Commission and the rating agencies were repeatedly 
asked how die latter could have, been so slow to recognize Enron’s weakened finan- 
cial condition. The rating agencies were similarly slow to recognize the weakened 
financial condition of WorldCom, and were subsequenUy grilled about tliatastvelL 
Indeed, the -major agencies' tardiness in changing their ratings has. continued up 
to the present The. major ra:ting agencies still had “investment grade" ratings oii 
Lehman Brothers' commercial p^er on the morning that Lehman declared bank- 
ruptcy .in September 2,008. 

Why does this sluggishness in adjusdng credit ratings persist? According to the 
credit rating agencies, they profess td provide a long-term perspective: — fo 'rate 
through the cycle"— rather than providing an up-to-the-minute assessment. This 
strategy' implies that credit rating agencies will always, have a delay in perceiving 
that any particular movement isn’t just the initial part of a reversible cycle, but 
instead is the beginning of a sustained decline of improvement. . 

Tills practice of rating through, the cycle may tvell be a response to the rating 
agencies’ institutional investor .constituency. Investors clearly desire stability of 
ratings, so as to reduce the need for frequent (and costly) adjustments in. th,eiT port- 
folios (for example, Altman and Rijken, 2004, ,20,06; Loffier, 2004, 2005; Beaver, 
Shakespeare, and Soliman, 2006;. Cheng arid Neainlu, 2009), which m'ightwell be 
mandated by the regulatory requirements discussed above. Prudentially regulated 
investors (such as banks, insurance companies, and others that are regulated for 
safety) may not mind inaccurate ratings — ^indeed, they may prefer bonds that carry 


’Tbere is a professioijal society for fixed income analysts'— the Fixed Income Analysts Society, Inc, 
(FiASI)— ^and even a Fixed income Analysts .Society Hall of Fame! Johnston, Markov,- and Ramnatb 
(2009) doctimentthe importance of 'fixed incomeanalystsfof the fiondinarlcets. 
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ratings that hie inarfet believes to be inflated, since those bonds will carry higher 
yields relative to the ratirig and the institution's bond manager can thereby obtain 
higher yields (by taking greater, risks) and )5st still appear to be within regulatory 
safety limits (Calotniris, 2009). .In addition, issuers of securities, who pay the fees 
of credit ratitig agencies, would certainly prefer not to be downgraded. However, 
as Flandfeau, Gaillard, arid Packer (2009) document, the rating agencies’ slug- 
gishness extends back at least to the- 1930s, long before the: switch to the ‘issuer 
pays” business model. Also, the absence of frequent changes allows the t^eiicies to 
maintain smaller staffs. 

The sluggishness of tliese changes raises an even mqrfe central question; 
whether the three major credit rating agencies actually provide useful informa- 
tion about default probabilities to the financial markets (and, indeed, whether 
they have done so since the 193(»s). As evidence of their value, the rating agencies 
themselves point to the generally tight relationship over the decades between 
their rankings and the likelihoods of defaults. Moody’s (2009, p. 13) annual 
report, for example, :state.s: “The quality of Moody’s long-term performance is 
illustrated by a simple measure: over the past 80 years across a broad range of 
asset classes, obligations with lower Moody’s ratings have consistently defaulted 
at greater'rates than those with higher ratings.” But this correlation could equally 
well arise if the rating agencies arrived at their ratings by, say, observing the 
financial markets’ seyrarately determined spreads on the relevant bonds (over 
rdmparable Treasury bonds), in which case, the agencies would not be providing 
useful information to. the markets. 

More sophisticated empirical.approacbes.sUmmarizedinJeWell and Livingston 
(1909)' and Creighton, Gower, and Richards (2007), have noted tliat when a m^or 
rating agency changes its rating on a bond, the markets react. But this reaction 
by the financial markets might be due to tire concomitant change in the implied 
regulatory status of the bond.. For example, if a rating moves a bond from “invest- 
ment grade’’ to “speculative.” or vice-versa — oreven if itjust moves the bond closer 
to, or farther away from, that regulatory “cliff” — ^many financial institutions .iiiust 
then reassess their holdings of that bond, rather than reacting to any truly new 
information about the default probability of the bond. The question, of what true 
value the major credit rating agencies bring to the financial markets remains open 
and difficult id resolve.* 

Finally, the post-Enron notoriety for the, credit rating agencies exposed their 
“issuer pays” business model — and its potential conflicts — ^to a wider public view. 

^lUsdifBcpJtfor research conceruing the effecis of rating^ changeson the securities markets to avoid 
this ambiguity. Creightons Gower; and Richards (2007) claim that bond rating changes prowde new 
infornration to the securities markets in Australia, where the regulatory reliance on ratings is substan- 
tially less than in the United Stated but there is newthclcss some regulatory reliance in Australia, 
and U.S. investors in Australian bonds be affected by the rating changes. Jorion, Liu, and ^i 
(2005) find that the consequence* of rating downgrades were larger after a SE^ regulatory change 
in 2000 (“Regulation Fair Disclosure") that placed the rating' agencies in a favored position vi.^a.-vis 
other potential sources of inlbnnation aboiU companies; but jorion etal.do not adequately control for 
a possible increase in the sewrity of -the d<wngradcs after the regulatory change. 
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Although the rating agencies’ reputatiqnsil concerns had kept the potential conflicts 
in check, the possibility that the conflicts, might get oui of hand loomed (Smith and 
Waller, 2002; Caouetie, Altman, Narayanan, and Nimmo, 2008; chap. 6), 


Fueling the Subprime Debacle 

The problenis with outsourcing-regulatory judginente; to three' entrenched 
credit rating agencies — all of whom had "issuer pays" business models — became 
eyen more apparent -with the unfolding of the bopm and, bust , in housing prices, 
and the financial crisis that followed. The 0,S> housing boom that began in the late 
199,0s and ran through mid 2006 rvas fueled, to a substantial extent, by subprime 
mortgage: lending.^ In turn, the underlying finance for these stibprime mortgage 
loahs came through a iXoceSS of securitizatlpri. The subprimeimortgage loans rvere, 
combined into mortgs^e^related securities, which in turn were divided into a number 
of more-semor and less-senior tranches, such that junior tranches would bear all 
losses before the senior- tranches bore any. Senior tranches of these mortgage- 
backed securities ended up being owned by many financial firmS, including banks. 
Many financial institutions also created 'structured investment vehicles," which 
borrowed funds by issuing short-term “asset-backed" cominercial paper and then 
used tile funds to purchase trandies of the collateralized debt obligations backed 
by siihpnme mortgages. If these raorfgage-backed securities received high credit 
ratings, then the asset-backed commercial paper could also receive a high credh 
rating — thus making it cheaper to borrow. 

The securitization of these subprime mortgages tvas only able to succeed — that 
is, the resulting securities were only able to be widely marketed and sold — ^liecause: 
Of the favorable ratings bestowed on the more-senior tranches. First, reC^l tllat 
the credit ratings had the force of law with respect to: regulated .financial institu- 
tions’ abilities and incentives (via capital requirements) to invest in these bondSi“ 
Second, the generally favorable, reputations that the credit rating, agencies, had 
established in theircorporate and government bond ratings meant that many bond 
purchasers — ^regulated and nonregulated— were inclined to trust the agencies’ 
ratings on the mortgage-related securities. 

During their earlier history, the credit rating .agencies rated the bonds that 
were issued by corporations and various government a,gencies. But in rating of 
mortgage-related, securities, the rating agencies became highly involved in. their 
design. The credit rating agencies consulted extensively with the issuers of tltese 


® The debacle is diKtisscd csacn^vely in -0011011 (2O08),,Acbaryai and. Xichard^ (2009), Brunner- 
Tneieir (^009), Coval, Jurals, and Stafford ^2009), and Ma^, Feoccj. and Sherlvmd (2009). 

For batilcs savings institution^ mortgagc-foadced securities — including collateralized debt obli- 

gations — that were issued by nongovernmental enti lies and rated AA or better i^ualified for the same 
reduced capital ret^irOTcnts (1.6 pwcent of asset value) that applied to the mortga^-baclied securi - 
ties issued by Fannie Mae and Freddie Mac, instead of the higher' (4 percent) capita! requirem en is that 
applied to mortgages and lower-rated mortgage securities. 
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securities on what kinds of mortgages (and otiier kinds of debt) would earn what 
levels of ratings for what sizes of tranches of these securities (Mason and Rosner, 
2007). For any given package of underlying mortgages to be securitized, the securi- 
tizers made higher profits if they attained higher ratings on a larger percentage of 
the tmrches of securities tha t were issued against those mortgages. 

It is not surprising, then, that the securitizers would be prepared to pressure the 
rating ^encies to deliver favorable ratings. Unlike the inarltet for rating corporate 
and government debt, where there were thousands of issuers, the market for rating 
mortgage-related securities involvedonlyarelativelysmallnumberofinvestmentbanks 
as securitizers witii high volumes (U.S, Securities and Exchange Commission, 2008, 
p. 32);, and the profit margins on these mortgage-related securities were substantially 
larger as well, Aninrestment bank that was displeased with an ageiicy’s rating on any 
specific security had a more powerful threat — to move all of its securitization business 
to a different rating agency— ^than would any individual corporate or government 
issuer.” In addition, these mortgage-related securities rvere far more complex and 
opaque than were the tradidOnal “plain vanilla” corporate .and government bonds, so 
rating errors were less likely to be quickly spotted by critics (or arbitragers). 

Thus, in calculating appropriate ratings on the tranches of securities backed 
by subprime mortgages, the credit rating agencies were operating in a situation 
where they had essentially ho prior experience, where, they were intimately involved 
in the design of die securities, and where dieywere under considerable financial 
pressurfi to give the answers that issuers wanted to hear. Furthermore, it is. not 
surprising that die members of a tight, protected oligopoly might become compla- 
cent, and less!, worried about the problems of protecting their long-run reputations 
(Mathis, McAndrews, and Rochet, 2009). 

The credit ratings for die securities backed by subprime mortgages turned 
out to be wildly optimistic. — especially for the securides that were issued and rated 
in 2005-2007. Then, in keeping with past, practice, die credit raiirig; agencies 
were slow to downgrade those securities as their losses became apparent Here is 
one stark indicator Of the extent of the initial overoptimism: As of June SO, 2009, 
90 percent of the collateralized debt obligation tranches that were issued between 
2005 and 2007 and that were originally rated AAA by Standard &, Poor’s had been 
downgraded, with 80 percent downgraded below investment grade; even of the 
simpler residential mortgage-backed securities that were issued during .these. years 
and originally rated AAA, 6.? percent had been downgraded, with 52 percent below 
investment grade (International Monetary Fund, 2009, pp..88, 93). 


^ infbmied commentary at the time acknowledged that rating shopping was occurring (Adclson, 
1997). Econometric erideoce that support* the likeKhood of rating.5 shopping can be found in 
Benin elech and. niugosz (2009), Re, Qian, andStraban (2C)b9),and Moikottcr and Westerfeld (2009). 
When some of the downgraded tranches were resecnritiaed in 2009, the securiti refs shunned Moody's, 
because of its more slrittgeot rating methodology tor these securitisations (IMF, 2009, pp, 86-87). 
And in a rimilar market— rating commercial mortgage-backed securities — Moody's found that it lost 
market sharein 2007 after it tightened its ratings standards (Dunham, 20()7). 


21 



237 


222 Journal cfEammnic Perspectives 


Policy Responses 

The main policy responses to the growing criticism of the three large bond 
raters — Over the sluggishness in doWngraeling. Enron and 'WofidCom debt, on 
through the recent errors in their initial, excessively optimistjc ratings of the 
complex mortgage-related securities — ^have irlvolygd attempts to increase entry’, to 
limit . conflicts of interest, and to increase transparency. 

The Skbanes--OxleyAct of2002,included.aprovision.thatrequired the Securities 
and Exchange Commission to send a report to Congress on the credit rating industry 
and the “naionally .recDgiiized statistical, rating dfgainzatipn’' system'. The SEG duly 
did so (U.S. Securities and-Exchange Commission,. 20081; but the report only raised a 
series of questions rafller than directly addresang the issues of the SEG as a barrier to 
entry and the enhanced role of the. three incumbent credit rating agencies. 

However, the Securities and Exchange CorriinisSipn did begin, to alipwTnorE 
entry. In early 20!03 the SEC designated a fourth “nationally recognized statistical 
rating oigariization”: Dominipn Bond. Rating Services, a Cariadiah credit rating 
firm. In early 20.05 the SEC designated a fifth NRSRO: A^M. Best, an insurance 
company rating specialist. The SEC’s procedures remained pp^ue, however, and 
there were still no announced criteria for the designation of a KRSRO'.' 

Tiring of this situation, Congress passed the Credit Rating Agency Reform 
Aotj which was signed into law in September 2006. Tire Act instructed the SEC 
to cease being a barrier to entry; specified the criteria that the SE.C:sK6u}d use in 
designating new “nationally recognized statistical rating organizations,’' insisted 
on transparency and due process in..thes.e SEC's decisions, and provided the. SEC 
witli limited powers to oversee the incumbent NRSROs — ^ but specifically forbade 
the SEC from influencing the ratings or the business models’ of the NRSROs. The 
SEC responded by designating, three new NRSROs in 2007: Japan Credit Rating 
Agency; Rating and Information, Inc. (of Japan); and Egan-Jones' — and another 
two'in. 200.8, Race Financial and Realpoint. Thus by early 2010, the total number 
of NRSROs has reached ten. However, to this: point the SEC’s belated efforts- to 
allow wider entry during the current decade have had little substantial effect. The 
inherent advantages of , the “Big Three's’’ incumbency could not. quickly be over- 
come by the subsequent NRSRO entrants — three of which were headquartered 
outside the United Slates, One ofwhith was .a U.S. msurance Company specialist, 
and three of wh ich were small U.S.-based firms. 

To address issues of conflict of interest and transparency, the Securities and 
Excharige Commission in Decemher 2008' and again in November 2009 protnui- 
gated. regulations on the “nationally recognized statistical rating organizaUQns” 
that placed restrictions oil the conflicts of interest that can arise urider their “ issuer 
pay’s" business model For example, these ruies. require that the credit rating agen- 
cies not:.ra,te complex stfuclured debt issues that they have also helped to design, 
they require that analysts for credit rating agencies not be involved in fee nego- 
tiations, and so on. These rules also require greater tfanspareiiey, for example, 
by requiring that the rating agencies reveal details on their methodoiogies. 
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assumptions, and track records in the Gonstructjon of ratings {Federal Roister, toI. 
74, February 9, 2009, pp. 6456-84: and Federal Roister, vol. 74, December 4, 2009. 
pp.. 68832-65). Similarly, in April .2009 the European Union adopted a set of rules 
that a,adress the Conflict-of-interest and transparency issues (European Central 
Bank, 2009). Poiitica.1 presstires to require further, more stringent efforts on the 
part of the ratiiig agencies to deal with agency conflicts and enhance transpar- 
ency^ — and possibly even to ban the “issuer pays” model — have remained strong. 

This regulatory response — the credit rating agencies made mistakes; let’s try 
to make sure that they don’t make such mistakes in the future^s understandable. 
But.it would rlotalter the rules that have pushed die judgments of tlie credit rating 
agencies into the center; of the bond information process. Moreover, regulatory 
efforts to fix problems, by prescribing specified structures and processes, unavoid- 
ably restrict flexibility, raise costs, and discourage entry and innovation in, the 
development and assessihent of information forjudging the creditworthiness, of 
bonds. Ironically, such efforts are likely to increase the importance of the three 
large incumben t rating agencies. Finally, although efforts to increase, transparency 
of credit rating agencies may help reduce problems of asymmetric information, 
they also have the potential for eroding a rating firm’s intellectual properly and, 
over the longer run, discouraging die creation of future intellectual property, 
Alternathely; public policy with regard to credit rating agencies could proceed 
in aquite different direction. This approach would begin with the wididrawa! of 
all ofthose delegations of safety Judgments by financial regulators to die fating 
agencies. Indeed, the Securities and Exchange Commission has withdrawn some 
of its: delegations (FedeM Begist», vol. 74, 0.c:tpber 9, 2009, pp. 52358-81.) and has 
proposed withdrawing more [Federal Register, vol. 74, October 9, 2009, pp. 52S74r-81). 
Under such.rules, tile rating agencies’ judgments would no longer have the force of 
law, However, no other financial regulator hassimilarly withdrawn its delegations."' 
And even the SEC appears to be twp-minded about this matter, since the SEC has 
also proposed reguladohs that would increase money market mutual funds’ reli- 
ance oh ratings (Federal Reserve, vol. 74, July 8, 2009, pp: 32688-32741), 

The withdrawal of these delegations need not mean an “anything goes” 
attitude toward die safety of the bonds that are held by pruderitially regulated 
financial institutions. Instead, financial regulators should persist in their goals 
of having safe bonds in the portfolios of their regulated institutions (or that, as 
in the case of insurance companies and bipker-dealers, an institution’s capita! 
requirement would be geared to fhe.riskiness of the bonds that it holds); but those 


Iti October £009, Uie Federal Reserve .antiouoced Ibat it. would be more selective with respect to 
which tatings it would accept in connection with the collateral provided by botrowets under the 
Fed's "Term Asset-Backed Securities Lending Facility” (TALF) and would also conduct its own risk 
assessments o£ proposed collateral; and in Novembw 2009. the National Association of Insuiance 
Coiiunissioners (NAIC) announced that it had asked the Pacific Investment Management Company 
(PIMCO), to provide a Separate risk assessnentof residentiaf mortgage-hacked securities that were 
held by insurance companies that are regulalcdhy the 50 slate insurance regulators. 
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safety judgments should remain the responsibility of the regulated institutions 
themselves, with otersight by.regidatprs. 

Under this alternative public policy approach, banks, and other financial insti- 
tutions wouid have a far wider choke as to where and from whom they could seek 
advice as .to the safety of bonds that they might hold in their portfolios. Some, 
instilutidns might choose to do the necessary re^arch oh bonds themselves, or rely 
primarily on the information yielded by the credit default swap market. Or they 
might turn to outside advisers, which might include the. incumbent credit. rEttihg 
agencies but' might also include the fixed income analysts at investment banks or 
industry analysts or upstart advisory firms that, are eutrently unknown. Regula- 
tors would — and should — continue to oversee the safely of the institution’s bond 
portfolio, and this oversight might also include a review of how the institution 
evaluates the risks of its bond holdings (including its choice of adviser). Neverdie- 
less, it seems highly likely that the bond information market would be opened to 
new> ideas: — about ratings business models, methodologies, and technologies^ — and 
to tiew entry in ways that have not beeii possible since the ISSOs, Perhaps the 
“issuer pays’’ business model would survive in this new approach; perhaps not. That 
outcome would be determined by the competidve process. 

If this second route is pursued, then the first route— the expansion of conflict- 
of-interest and transparency regulations, as. well as the continued existence, of the 
NRSRfD system— would no longer be needed. The bond manager of a bank or 
other'fifiancial institution should have sufficient market sophistication to' be able to 
■figure out who is a reliable, advisor — subject, of course, to the prudential oversight 
of regulators: (If these markets were instead dominated by houseliold transactors, 
then a different answer would be appropriate.) 


CoDcltision 

Thpre WHo.are interested or involved in this: public policy debate, concerning 
the credit rating agencies should ask themselves the. following questions: Is a 
regulatpry system that delegates important safety judgments about bonds to third 
parties in the best interests of the regulated financial institutions and of financial 
markets more generally? To what extent will more extensive regulation of the rating 
agencies succeed in pressing the rating agencies to make :bettet judgments in the 
future? To what extent would.such regulation limit flexibility, innovation, and entry 
in the bond irtformation market? Can financial insdtutions .instead be trusted to 
seek, their own sources of information about the creditworthiness of bonds, so long 
as fina ticial regula tors oversee the safety of those bond portfoiios? 

ml am grat^nl to David Attior, James Hmes, Chmles Jam, and. TimoAy Taylor for helpful 
comnents. 
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I. Introduction 

Chaiman Neugebauer, Ranking Member Capuano, and members of the 
Subcommittee, I appreciate the opportunity to testify about the initiatives the Office of 
the Comptroller of the Currency (OCC) has undertaken, and the challenges we are facing, 
in working to implement section 939A of the Dodd-Frank Act. 

Section 939A of the Dodd-Frank Wall Street Reform and Consumer Protection 
Act (the Act) requires each federal agency, within one year of enactment, to review 
regulations that require the use of an assessment of the creditworthiness of a security or 
money market instrument, and any references to, or requirements in, those regulations 
regarding credit ratings. Each agency must then modify its regulations to remove any 
reference to, or requirement for, reliance on credit ratings and substitute alternative 
standards of creditworthiness that the agency determines are appropriate. Upon 
conclusion of the review, the Act requires each federal agency to transmit a report to 
Congress containing a description of any modification of any regulation made pursuant to 
section 939A. The OCC will be submitting its report today. My testimony today is based 
on the content of our report. 

The OCC has reviewed its regulations and identified those that require the use of 
an assessment of the creditworthiness of a security or money market instrument and that 
reference or require the use of credit ratings. These regulations include interagency risk- 
based capital regulations, as well as OCC-specific regulations pertaining to national bank 
investment securities activities, securities offerings, and international banking activities. 
My testimony describes the use of credit ratings in these regulations and our efforts to 


1 



244 


develop alternative creditworthiness standards pursuant to section 939A.' I will also 
discuss some of the challenges that the OCC and the other federal banking agencies face 
in developing appropriate alternatives. The difficulties presented in this regard include 
developing alternatives that do not add undue regulatory burdens and still appropriately 
measure credit risk, that provide for timely and accurate updates as the quality of a 
particular asset deteriorates or improves, and that are transparent and replicable so that 
banks of varying size and complexity, as well as supervisors, can arrive at the same 
assessment for similar assets. 

II. Risk-Based Capital Regulations 
A. References to Credit Ratings 

The federal banking agencies’ risk-based capital standards reference credit ratings 
issued by nationally recognized statistical ratings organizations (NRSROs)^ to determine 
appropriate capital requirements in four general areas: 

• The assignment of risk weights to securitization exposures under the general risk- 
based capital rules and advanced approaches rules. Both approaches include 
provisions that differentiate among exposures by referencing credit ratings. As a 
general matter, highly-rated exposures receive lower capital requirements than 


' Pursuant to the Dodd-Frank Act, effective July 2 1 , 20 1 1 , the OCC assumed responsibility for the on- 
going examination, supervision, and regulation of federal savings associations and for the rulemaking 
authority of the OTS relating to all savings associations, both state and federal. Currently, the OTS rules 
include references to credit ratings related to lending and investment in 12 CFR Part 560, and regulatory 
capital requirements in 12 CFR Part 567. The OTS issued an advance notice of proposed rulemaking 
addressing lending and investment on October 14, 2010 (75 Fed. Reg. 63 107), and it joined the other 
federal banking agencies in issuing an advanced notice of proposed rulemaking addressing the regulatory 
capital requirements on August 25, 2010 (75 Fed. Reg. 52283). Going forward, the OCC’s efforts pursuant 
to section 939A will cover both OCC and OTS rules and will take into account comments received in 
response to the OTS notices. 

^ An NRSRO is an entity registered with the U.S. Securities and Exchange Commission (SEC) as an 
NRSRO under section ISE of the Securities Exchange Act of 1934. See . 1 5 U.S.C. 78o-7, as implemented 
by 17CFR240.17g-l. 


2 



245 


lower-rated exposures,^ 

• The assignment of risk weights to claims on, or guaranteed by, qualifying 
securities firms under the general risk-based capital rules. Under the general risk- 
based capital rules, a lower risk weight is applied to most claims on, or guaranteed 
by, a securities firm, provided the firm has a credit rating that is in one of the 
three highest investment-grade categories used by the NRSRO.'* 

• The assignment of certain standardized specific risk add-ons under the agencies’ 
market risk rule. As a general matter, debt instruments that are rated investment 
grade by one or more NRSROs are considered “qualifying” and receive a lower 
specific risk add-on under the standard option.^ 

• The determination of eligibility of certain guarantors and collateral for purposes 
of the credit risk mitigation framework under the advanced approaches rules. 
Under the advanced approaches risk-based capital rule, the definition of financial 
collateral includes various types of securities that have external ratings of at least 
investment grade and, in certain instances, recognition of guarantees are based on 
NRSRO ratings assigned to a guarantor.’’ 

The federal banking agencies’ risk-based capital regulations are based on a 
framework published by the Basel Corrunittee on Banking Supervision (Basel 
Committee), a committee of banking supervisory authorities,’ which was established by 


’ See 12 CFR Part 3, appendices A (general risk-based capital rules) and C (advanced approaches rules). 

^ See 12 CFR Part 3, Appendix A, section 3(a)(2)(xiii). 

’ See 12 CFR Part 3, Appendix B, section 5. 

See the definition of “eligible double default guarantor,” “eligible securitization guarantor,” and 
“financial collateral” in the agencies advanced approaches rules. 12 CFR Part 3, Appendix C, section 2. 

’ The Basel Committee's members include Argentina, Australia, Belgium, Brazil, Canada, China, France, 
Germany, Flong Kong SAR, India, Indonesia, Italy, Japan, Korea, Luxembourg, Mexico, the Netherlands, 
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the central btink governors of the G-10 countries in 1975. The Basel Committee 
formulates broad supervisory standards and guidelines, including risk-based capital 
standards, to encourage convergence toward rigorous common approaches and standards. 

In addition to affecting existing rules. Section 939A will also significantly affect 
future rulemaking by the U.S. banking agencies to conform our capital standards to 
recent changes and enhancements to the Basel Accord capital standards. 

In 2008, the agencies issued a notice of proposed rulemaking* that sought 
comment on implementation in the U.S. of certain aspects of the standardized approach 
in the Basel Accord. The Basel standardized approach for credit risk is a more risk- 
sensitive approach than our current general risk-based capital rule and relies extensively 
on credit ratings to assign risk weights to various exposures. 

In 2009, in response to the financial crisis, the Basel Committee published the 
following documents that revise and strengthen the Basel risk-based capital fi-amework: 
Revisions to the Basel II Market Risk Framework {Revisions Document); Enhancements 
to the Basel II Framework {Enhancements Document); and Strengthening the Resilience 
of the Banking Sector.’ The Enhancements Document introduced operational criteria to 
require banking organizations” to undertake independent analyses of their securitization 
exposures. These operational criteria require a bank to have a comprehensive 
understanding of the risk characteristics of its individual securitization exposures; to be 


Russia, Saudi Arabia, Singapore, South Africa, Spain, Sweden, Switzerland, Turkey, the United Kingdom, 
and the United States. 

" 73 FR 43982. 

’ See, “Revisions to the Basel II Market Risk Framework” (July 2009, Basel Committee); “Guidelines for 
Computing Capital for Incremental Risk in the Trading Book” (July 2005, joint publication of the Basel 
Committee and International Organization for Securities Commissioners); “Enhancements to the Basel II 
Framework” (July 2009, Basel Committee); and “Strengthening the Resilience of the Banking Sector” 
(December 2009, Basel Committee). 

For simplicity, and unless otherwise indicated, the term “banking organization” includes banks, savings 
associations, and bank holding companies. 
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able to access performance information on the underlying pools on an on-going basis in a 
timely manner; and to have a thorough understanding of all structural features of a 
securitization transaction.' ' The Enhancements document also introduced higher risk- 
based capital requirements for re-securitization exposures. Moreover, the Revisions 
document increases capital charges for bank securitization exposures held for trading. 

The Basel Committee expects the standards under the Enhancements document and the 
Revision document, which still rely partially on credit ratings, to become effective in 
January 2012. 

U.S. regulators cannot conform our capital standards to those agreed to 
internationally if section 939A precludes any reference to or reliance on credit ratings. 

B. Interagency Advance Notice of Proposed Rulemaking 

On August 25, 2010, the OCC and the other federal banking agencies published 
an advance notice of proposed rulemaking (interagency ANPR) seeking comment on 
several approaches of varying complexity and risk-sensitivity, for developing alternative 
creditworthiness standards for the provisions of the risk-based capital regulations that 
reference credit ratings. 

At one end of the spectrum, the agencies requested comment on a relatively 
simple approach to measuring and differentiating risk using broad risk categories with 
limited risk sensitivity. For example, the approach would require all corporate exposures 
to receive the same risk weight, regardless of the variation in risks that exist across 
corporate exposures. 

At the other end of the spectrum, the agencies suggested permitting a banking 
organization to assign risk weights to individual exposures using specific qualitative and 
” Enhancements document, paragraphs 565(i)-{iv). 
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quantitative credit risk measurement standards that could be established for various 
exposure categories based on broad creditworthiness metrics. For example, exposures 
could be assigned a risk weight using certain market-based measures, such as credit 
spreads, or obligor-specific financial data, such as debt-to-equity ratios or other sound 
underwriting criteria. Alternatively, a banking organization could assign exposures to 
one of a limited number of risk weight categories based on an internally-developed 
assessment of the exposure’s probability of default or expected loss. Although this 
approach is risk sensitive, it likely would be difficult to achieve relatively consistent 
assessments of risk across exposure categories and across banking organizations. 

Overall, conimenters on the interagency ANPR expressed substantial concerns 
with the removal of credit ratings from the risk-based capital regulations and asserted that 
credit ratings can be a valuable tool for assessing creditworthiness. Commenters stated 
that any alternative creditworthiness standard used to determine risk-based capital 
requirements should be risk sensitive so as to not incent banks to engage in risk arbitrage. 

A number of commenters noted that credit ratings are useful for measuring 
creditworthiness when appropriately used as a supplement to prudent due diligence 
processes. They observed that although easy-to-use alternatives have obvious appeal, 
such tools could create incentives to transform more robust credit analysis and due 
diligence into a simple compliance exercise. Simple alternatives could also fail to 
promote well-informed markets. A few of these eommenters stated that the federal 
banking agencies should pursue other options, such as a legislative change, that would 
pennit the agencies to continue using credit ratings in their regulations. These 
commenters stated that developing a suitable alternative to credit ratings would be 
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impossible without creating undue regulatory burden, which would be particularly acute 
for community banks, competitive inequities with international banking institutions, and 
inconsistencies with the international capital standards established by the Basel 
Committee. 

Several conimenters stated that exclusive reliance on credit ratings is 
inappropriate, especially for securitization exposures where measuring risk requires 
consideration of specific cash structures and collateral. However, instead of completely 
eliminating the use of credit ratings, these commenters suggested that the regulators 
should ensure that firms have sufficient information and conduct adequate due diligence 
to understand their risk exposure. 

Many commenters especially stressed that risk-sensitive rules that require 
extensive modeling capabilities would place a disproportionate burden on community and 
regional banks. These banks generally do not have in-house the systems and staff 
capable of performing a level of analysis similar to that performed by credit rating 
agencies, and thus would have to hire third-party vendors. Further, rating services 
performed by third-party vendors would likely be similar to the services of NRSROs. 

C. Interagency Roundtable 

On November 10, 2010, the Federal Reserve Board hosted a roundtable 
discussion attended by staff and principals of the Board of Governors of the Federal 
Reserve System, the Federal Deposit Insurance Corporation, and the OCC, as well as 
bankers, academics, asset managers, staff of credit rating organizations, and others to 
discuss alternate measures of creditworthiness. 
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Roundtable participants reiterated many of the concerns expressed and suggested 
by commenters in response to the interagency ANPR. These included concerns about the 
burden placed on community and regional banks to perform analyses similar to those 
conducted by credit rating organizations and larger banks. These participants asserted 
that any alternative standard should be easy to understand and use and allo\v for quick 
decision making. However, some participants also expressed concern that many 
creditworthiness measures that would be relatively simple to apply, such as credit default 
spreads, could introduce procyclicality. The.se participants suggested that a more 
complex multifactor analysis would be necessary to appropriately measure credit risk. 

With regard to complex structured finance products, such as securitization 
positions, participants generally agreed that many banks needed to better understand the 
positions in which they invested. Several roundtable participants favored the use of cash 
flow analysis - which could be produced internally or provided by qualified third parties 
- to help determine risk-based capital requirements for securitization exposures. 
According to one panelist, the key components for conducting such an analysis would 
include an understanding of securitization structure and underlying loan characteristics, 
as well as timely surveillance. One participant favored a treatment for community banks 
that relied on observable inputs, such as bond spreads, rather than cash flow analysis that 
requires modeling. 

HI. OCC Non-Capital Regulations 

A. References to Credit Ratings 

In addition to the federal banking agencies’ risk-based capital regulations, the 
OCC’s regulations regarding permissible investment securities, securities offerings, and 
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international activities each reference or rely on NRSRO credit ratings.'^ In some 
instances, these regulations also use credit ratings as proxies for factors other than 
creditworthiness. 

Investment Securities 

The OCC’s investment securities regulations at 12 CFR Part 1 use credit ratings 
as a factor for determining the credit quality, marketability, and appropriate concentration 
levels of investment securities purchased and held by national banks. Under the OCC 
rules, an investment security must not be “predominantly speculative in nature.” The 
OCC rules provide that an obligation is not “predominantly speculative in nature” if it is 
rated investment grade or, if unrated, is the credit equivalent of investment grade. 
“Investment grade,” in turn, is defined as a security rated in one of the four highest rating 
categories by two or more NRSROs (or one NRSRO if the security has been rated by 
only one NRSRO). 

Credit ratings also are used to determine marketability in the case of a security 
that is offered and sold pursuant to Securities and Exchange Commission Rule 144A. 
Under Part 1, a 144 A security is deemed to be marketable if it is rated investment grade 
or the credit equivalent of investment grade. The purpose of the investment grade rating 
requirement is to ensure that the security is of high credit quality and can be sold with 
reasonable promptness in the secondary market. 

In addition, credit ratings are used to determine concentration limits for certain 
investment securities. For example, OCC rules limit holdings of “Type IV” securities of 
any one obligor that are rated in the third highest investment grade rating categories to 

See generally, 12 CFR Part 1 (investment securities), 12 CFR Part 16 (securities offerings), and 12 CFR 
Part 28 (international banking activities). 
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25 percent of the bank’s capital and surplus.'^ However, there is no concentration limit 
for small business-related securities that are rated in the highest or second highest 
investment grade categories. 

Securities Ojferings 

Securities issued by national banks are not covered by the registration provisions 
and several other SEC regulations that govern other issuers under the Securities Act of 
1933. However, the OCC has adopted regulations at 12 CFR Part 16 to require 
disclosures related to national bank-issued securities. Part 16 includes references to 
“investment grade” ratings. 

For example, section 16.6 provides an optional abbreviated registration system for 
nonconvertible bank-issued debt securities that meet certain criteria. The OCC designed 
the criteria, in part, to ensure that potential purchasers of nonconvertible debt have access 
to necessary information on the issuing bank and commonly controlled depository 
institutions, as well as the appropriate knowledge and experience to evaluate that 
information. Among the criteria required for abbreviated registration, a security must be 
rated investment grade. 

International Banking Activities 

Pursuant to section 4(g) of the International Banking Act (IBA),’'* foreign banks 
with federal branches or agencies must establish and maintain a capital equivalency 
deposit (CED) with a member bank located in the state where the federal branch or 
agency is located. The IBA authorizes the OCC to prescribe regulations describing the 

A Type IV investment security includes certain small business related securities, commercial mortgage 
related securities, or residential mortgage related securities. See . 12 CFR 1 .2(m). 

12 U.S.C. 3102(g). 
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types and amounts of assets that qualify for inclusion in the CHD, “as necessary or 
desirable for the maintenance of a sound financial condition, the protection of depositors, 
creditors, and the public interest.”'^ At 12 CFR28.15, OCC regulations set forth the 
types of assets eligible for inclusion in a CED. Among these assets are certificates of 
deposit payable in the U.S., and bankers’ acceptances, provided that, in either case, the 
issuer or the instrument is rated investment grade by an internationally recognized rating 
organization, and neither the issuer nor the instrument is rated lower than investment 
grade by any such rating organization that has rated the issuer or the instrument. 

B. OCC Advance Notice of Proposed Rulemaking 

On August 13, 2010, the OCC published an advance notice of proposed 
rulemaking (OCC ANPR) that described the references to credit ratings in its regulations 
at 12 CFR Parts 1,16, and 28 and requested comment on alternative creditworthiness 
standards.** The OCC’s ANPR described and requested comment on three general 
options for defining the term “investment grade.” 

First, the OCC requested comment on an option that would permit a bank to 
determine that a security is investment grade by conducting its own internal credit 
analysis. 

Second, the OCC outlined an alternative “investment grade” standard that would 
focus solely on a broader set of criteria than the current creditworthiness standard. The 
current standard focuses primarily on the timely repayment of principal and interest and 
the probability of default. A broader standard would recite many of the expectations 
described in OCC guidance materials, which emphasize that national banks must 

12 U.S.C. 3102(g)(4). 

75 Fed. Reg. 49,423 (Aug. 13, 2010). 
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consider, as appropriate, credit, liquidity, and market risk, as well as any other risks 
presented by proposed securities activities. 

Finally, the OCC proposed to permit banks to use internal loan classification 
systems to rate investment securities. This option would leverage off of the federal 
banking agencies’ existing common risk-rating scale used to identify problem credits. 

A majority of the commenters said that the OCC should continue to use credit 
ratings in its regulations. Most commenters argued that credit ratings are a valuable tool 
for banks - especially small banks - for measuring credit risk. Several commenters 
expressed doubt that any of the suggested alternatives for measuring creditworthiness 
would yield results that would be as useful and cost-effective as credit ratings, 
particularly after the passage of Dodd-Frank Act, which included measures adding to the 
SEC’s oversight authority over NRSROs and requiring the SEC to draft new regulations 
governing NRSROs. A number of commenters stated that the OCC either should 
interpret the statute in a manner that would permit the continued use of credit ratings as 
one factor in the evaluation, or seek a legislative change that would permit banks to 
consider credit ratings as one of several factors when measuring credit risk. 

Commenters on the OCC ANPR focused largely on two issues: competitive 
equity and compliance burden. Community and regional bank commenters argued that 
the inability to use credit ratings in evaluating investments could disadvantage them when 
compared with larger institutions that have advanced analytical capabilities. Larger 
internationally active banks expressed concern that they will be disadvantaged when 
compared to their foreign counterparts who may continue to use external credit ratings. 
Commenters also stated that developing internal rating systems to replace the long- 
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standing use of NRSRO credit ratings would involve costs greater than those under the 
current regulation, without a corresponding benefit to risk management. While 
commenters noted that cost and burden would be a factor for all banks, it is likely to be 
more pronounced for community and regional banks that may not have in-house the 
systems and staff capable of adopting and meeting new standards. If smaller financial 
institutions lack the staff and systems to comply with the new standard, commenters 
noted that they effectively would be prevented from purchasing many of the investment 
securities they currently are permitted to hold and which have not been a source of 
problems, including many types of municipal bonds. Thus, commenters stated that a 
cost-effective, simple standardized approach to measuring credit risk would be 
particularly important for community and regional banks. 

IV. Rulemaking Efforts and Challenges 

Section 939A directs the agencies both to remove references to and requirements 
of reliance on credit ratings from their regulations and to substitute in their place new 
standards of creditworthiness that the agencies determine to be appropriate. As many of 
the ANPR commenters and roundtable participants noted, developing such appropriate 
alternative standards of creditworthiness to replace references to credit ratings is proving 
an exceptionally challenging task. 

In order to further safety and soundness, appropriate alternatives need to meet 
several objectives. They must appropriately measure credit risk, provide a basis for 
timely and accurate updates as tlie quality of a particular asset deteriorates or improves, 
and be transparent and replicable so that banks of vaiying size and complexity, as well as 
supervisors, can arrive at the same assessment for similar assets. In addition, appropriate 


13 



256 


alternati ves must be useable by banks of all sizes; they must not be so complex and 
burdensome that they are impractical and unduly burdensome for community and 
regional banks to use. 

Finding appropriate substitutes for references to credit ratings is proving 
particularly challenging in connection with the risk-based capital standards. As 
previously noted, the federal banking agencies, in conjunction with other global 
supervisors through the Basel Committee, have sought to enhance the risk sensitivity of 
the risk-based capita! standards. This is because less risk-sensitive rules may tend to 
encourage financial institutions to take on riskier, higher yielding assets to improve return 
on equity, without a corresponding increase in capital to offset the higher risk. However, 
absent the incorporation of third-party credit ratings, a more refined differentiation of 
credit risk may be achievable only at the expense of greater implementation burden - a 
burden that is likely to fall disproportionately on smaller banking institutions that do not 
have the resources to conduct credit analyses with the same level of detail as a credit 
rating organization or larger banking organizations. 

The federal banking agencies have been reviewing the comments received in 
response to the interagency ANPR and have been examining ways in which they may 
implement the recent revisions to the international standards adopted by the Basel 
Committee, consistent with section 939A. If the U.S. agencies are unable to implement 
the Basel Committee changes that reference credit ratings, other jurisdictions may infer a 
lessening of the U.S. commitment to the Basel framework and the goal of a level playing 
field internationally. 
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Additionally, the OCC is continuing to work toward developing appropriate 
amendments to its regulations at 12 CFR Parts 1,16, and 28. 

We are proceeding thoroughly and carefully. To date, the use of credit ratings 
generally has provided a uniform, efficient, and reasonably transparent standard for 
assessing creditworthiness for most corporate and municipal exposures. Moreover, 
important steps have been taken to address areas where credit ratings were a factor in the 
recent financial crisis. Dodd-Frank has mandated major reforms for NRSROs; the SEC is 
setting new standards; and the OCC issued guidance in May 2009 re-emphasizing key 
principles of diligence and avoiding overreliance on NRSRO ratings, especially for more 
complex structured products. ’’ 

V. Conclusion 

Issues surrounding credit ratings, primarily with respect to complex structured 
products, were a significant factor in market overconfidence that contributed to 
subsequent losses in the markets for mortgage-backed securities in 2008-2009. The 
Dodd-Frank Act includes a number of important remedial measures to address this 
problem, including structural changes at the rating agencies, greater SEC oversight of the 
ratings process, and loan-level disclosure requirements to investors in asset-backed 
securities. Additionally, the OCC has issued guidance addressing the inappropriate 
overreliance on ratings. 

In this context of enhanced regulation and oversight, the OCC believes the 
absolute prohibition against any references to ratings under section 939A goes further 
than is reasonably necessary. With appropriate operational and due diligence 
requirements, credit ratings can be a valuable factor to consider when evaluating the 
" OCC Bulletin 2009-15 (May 22, 2009). 
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creditworthiness of money market instruments and other securities. Precluding undue or 
exclusive reliance on credit ratings - rather than imposing an absolute prohibition to their 
use “ would strike a more appropriate balance between the need to address the problems 
created by overreliance on credit ratings with the need to enact sound regulations that do 
not adversely affect credit availability or impede economic recovery. 

Notwithstanding these concerns, we are continuing our work to revise our 
regulations to replace references to credit ratings with appropriate substitutes, as required 
by section 939A, As we undertake our revisions, we will be careful that the result is not a 
step backward in assuring that banks of all sizes conduct their activities in a safe and 
sound manner that reflects sound credit judgment and adequate capital for the risks they 
take. 

I appreciate the opportunity to update the Subcommittee on the work we have 
done to date to implement section 939A of the Dodd-Frank Act, and to discuss the 
challenges we continue to face. I am happy to answer your questions. 
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Written Statement for the Hearing Record 
by the 

FEDERAL DEPOSIT INSURANCE CORPORATION 


on 


OVERSIGHT OF THE CREDIT RATING AGENCIES POST- DODD-FRANK 


Subcommittee on Oversight and Investigations 
Committee on Financial Services 
Washington, D.C. 


July 27, 2011 
10:00 a.m. 



The Federal Deposit Insurance Corporation appreciates this opportunity to submit 
a statement for the record for the hearing on “Oversight of the Credit Rating Agencies 
Post-Dodd-Frank.” The Subcommittee has asked for an update on the FDIC’s 
rulemaking to implement the credit rating reforms in the Dodd-Frank Wall Street Reform 
and Consumer Protection Act (Dodd-Frank Act), as well as other rulemakings under Title 
IX of the Act. 

The recent financial crisis highlighted the markets’ over-reliance on credit ratings. 
Banking organizations and other investors suffered significant losses from once highly- 
rated securities - especially certain structured finance products - which experienced rapid 
and severe downgrades of their external credit ratings. A major cause of these 
downgrades was an overly optimistic assessment of risk by Nationally Recognized 
Statistical Rating Organizations (NRSROs) in their assignments of initial credit ratings 
for structured products and certain mortgage backed securities. As initial credit ratings 
migrated lower, credit rating agencies were criticized for possible bias in the structure of 
the rating process and for the presence of conflicts of interest among credit rating 
agencies, investors, and issuers. Many investors, including banking organizations, placed 
undue reliance on external credit ratings by failing to perform an independent analysis of 
the credit-worthiness of externally-rated exposures. 

Section 939A of the Dodd-Frank Wall Street Reform and Consumer Protection 
Act (Dodd-Frank Act) requires federal financial regulatory agencies to review their 
regulations that (1) require an assessment of the credit- worthiness of a security or money 
market instrument and (2) contain references to or requirements regarding credit ratings. 
In addition, agencies are required to remove such references to or reliance upon credit 
ratings, and to substitute in their place uniform standards of credit-worthiness. 

FDIC actions pursuant to Section 939A of the Dodd-Frank Act 

Generally, FDIC regulations reference credit ratings for four purposes. First, 
credit ratings are used as an input for calculating minimum risk-based capital 
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requirements. Second, credit ratings are incorporated in permissibility standards to 
determine if investments are appropriate for financial institutions to purchase. Third, 
banking organization credit ratings have been used as an input to the FDIC’s deposit 
insurance assessment system. Finally, in certain instances credit ratings or the lack of a 
credit rating are required to be disclosed to customers or other market participants. 

Capital Requirements. Under the FDIC’s existing risk-based capital guidelines, 
credit ratings are used to assign a capital charge for securitization exposures, including 
structured finance products, under the general risk-based capital rules and advanced 
approaches rules. Under the current rules, the rating of a structured finance product 
corresponds to a specific risk weight or capital charge that banks may use to determine 
minimum capital requirements. Additionally, the market risk rule uses credit ratings to 
assign standardized specific risk add-ons. Eligibility requirements for certain guarantors 
and collateral also reference credit ratings. Finally, the Basel II and Basel III 
international agreements rely on credit ratings in certain instances to determine minimum 
capital requirements. 

On August 25, 2010, the FDIC, together with the Federal Reserve Board and the 
Office of the Comptroller of the Currency, issued the Advance Notice of Proposed 
Rulemaking Regarding Alternatives to the Use of External Credit Ratings in the Risk- 
Based Capital Guidelines of the Federal Banking Agencies (ANPR). The ANPR 
solicited comment on various alternative credit-worthiness standards that may be used for 
risk-based capital purposes. When considering different approaches, the agencies noted 
that they would evaluate the extent to which any alternative standard of credit-worthiness 
would: appropriately distinguish the credit risk associated with a particular exposure 
within an asset class; be sufficiently transparent, unbiased, replicable, and defined to 
allow banking organizations of varying size and complexity to arrive at the same 
assessment of credit-worthiness for similar exposures and to allow for appropriate 
supervisory review; provide for the timely and accurate measurement of negative and 
positive changes in credit-worthiness; minimize opportunities for regulatory capital 
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arbitrage; be reasonably simple to implement and not add undue burden on banking 
organizations; and foster prudent risk management. 

The FDIC received 23 comment letters from various sources, including industry 
associations, banks, and rating agencies. Generally, comments received did not 
concretely identify or suggest alternative standards of credit-worthiness. Most 
commenters expressed concern that credit ratings would no longer be permitted as an 
input into the risk-based capital rules, and argued that credit ratings are valuable tools in 
evaluating credit risk. Commenters generally argued that alternative standards of credit- 
worthiness need not only be risk-sensitive, but also internationally consistent to ensure a 
level playing field across jurisdictions. 

On November 10, 2010, the agencies also hosted a roundtable discussion with 
industry participants and credit assessment experts to discuss alternatives to credit 
ratings. Roundtable panelists presented their views on factors and methodologies that the 
agencies should consider in formulating alternative standards of credit-worthiness. While 
there was no clear solution developed that could meet the agencies’ standards for 
determining risk based capital requirements, panelists’ comments generally mirrored 
those received from the ANPR. Broadly, panelists asserted that in order to be 
implemented by banking organizations of all sizes and levels of complexity, alternative 
standards of credit-worthiness need to be simple and risk-sensitive without adding undue 
burden. 


Identifying suitable alternatives to credit ratings is challenging for a number of 
reasons and involves a balancing of important policy tradeoffs. Ideally, alternative 
standards of credit ratings would appropriately distinguish the credit risk of a given 
exposure. Developing objective and risk-sensitive regulatory credit risk assessments, 
however, may result in heightened complexity and data requirements for banks. 
Conversely, using a simple risk-bucket approach may be appropriate for some type of 
exposures but may not satisfy objectives for risk-sensitivity. Balancing the goals of risk- 
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sensitivity on the one hand, and not placing undue burden on banks on the other, will be 
important for a successful implementation of Section 939A. 

A contrasting approach that would not involve the use of objective formulas or 
risk buckets would be to allow capital requirements for rated instruments to be set by 
banks’ own estimates of risk. This approach would pose a number of difficult issues. 

One is that models and risk estimates across banks could differ, resulting in inconsistent 
capital requirements across institutions. Another issue is that this approach would, in 
effect, allow banks to set their own capital requirements for the exposures covered by this 
approach. Over time, this could result in a significant decline in capital requirements and 
opportunities for banks to engage in capital arbitrage. 

Ensuring international consistency has also proved to be challenging. Under 
international agreements, credit ratings can drive both very high and very low capital 
requirements. Regulators and banks in other countries are closely monitoring the U.S. 
regulatory process to see how we will implement these international agreements without 
using credit ratings. 

The FDIC, in conjunction with the other banking agencies, is working to strike an 
appropriate balance among these potentially competing objectives. Our objective 
continues to be to seek public comment on concrete proposals to revise our capital 
regulations to meet the requirements of Section 939A. 

We note that Section 939A does not prevent financial institutions from using 
credit ratings as a means of evaluating the credit risk of exposures as part of their own 
management of risk. Credit ratings should be supported by an appropriate level of due 
diligence, but will likely remain a widely accepted, standardized evaluation tool that 
banks and other market participants will use as part of their efforts to assess the risks of 
their exposures. 
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Permissibility Standards. Under the FDIC’s pemiissible investments regulation, 
banks are generally prohibited from investing in certain types of securities. This 
regulation makes reference to “investment grade” credit ratings as the criteria for 
permissible investment activity. The FDIC will modify its permissible investments 
regulation in conjunction with the other banking agencies to develop uniform standards 
of credit-worthiness. 

Deposit Insurance assessments. The FDIC’s deposit insurance assessment rules 
referenced credit ratings as one of the criteria to stratify the risks posed by financial 
institutions to the deposit insurance fund. The FDIC has removed the references to credit 
ratings in this regulation and substituted a scorecard approach that relies on confidential 
financial and supervisory information. The FDIC approved the final rule making this 
change on February 7, 201 1, and changes were effective on April 1, 201 1. 

Disclosures. To ensure that purchasers of securities in transactions with FDIC 
regulated banks are provided adequate information, FDIC regulations require certain 
disclosures. Included in these disclosures is the requirement for banks to notify 
customers that a given security is unrated by a NRSRO, if that is the case. This 
regulation is intended to foster accountability and suitability of the transaction for the 
customer and is unrelated to the credit-worthiness standard of the underlying security. 
The FDIC is considering whether the reference to credit ratings in this regulation 
constitutes a prohibited reference to credit-worthiness that falls under the scope of 
Section 939A. 

Other Dodd-Frank Act Title IX Rulemakings 

In addition to Section 939 of the Dodd-Frank Act, the FDIC participated in two 
other rulemakings pursuant to Title IX. On April 14, 201 1, the FDIC issued a NPR titled 
Incentive-Based Compensation Arrangements to implement section 956 of the Dodd- 
Frank Act. The proposed rule would require the reporting of incentive-based 
compensation arrangements by certain financial institutions and prohibit incentive-based 
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compensation arrangements that provide excessive compensation. The agencies are now 
reviewing the comments on that proposed rule. In addition, on April 29, 2011, the FDIC 
published a NPR titled Credit Risk Retention to implement the credit risk retention 
requirements of section 941 of the Dodd-Frank Act. The proposed rule generally 
requires the securitizer of asset-backed securities to retain not less than five percent of the 
credit risk of the assets collateralizing the asset-backed securities unless the assets adhere 
to defined underwriting standards. The comment period for that proposed regulation 
ends August 1, 2011. 

Conclusion 


As required by Section 939A, the FDIC is submitting its report today to Congress 
describing FDIC regulations that reference credit ratings and the status of efforts to 
replace such references. Consistent with this testimony, the report will indicate that the 
work needed to replace credit ratings in most of these regulations is not complete. The 
FDIC is working with the other federal banking agencies to develop uniform alternative 
standards of credit- worthiness for capital standards, permissibility, and other purposes. 
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Secretary of the Treasury 



DEPARTMENT OF THE TREASURY 

WASHINGTON. D.C. 


June 13, 2011 


The Honorable Randy Neugebauer 
Chairman 

Subcommittee on Oversight and Investigations 
Committee on Financial Services 
U.S. House of Representatives 
Washington, DC 20515 

Dear Chairman Neugebauer: 

I am writing in response to your letter regarding recent actions taken by the credit rating agency 
Standard & Poor’s (“S&P”). Your letter raises important issues related to the fiscal challenges 
facing the Nation. As you know, on April 18, S&P affirmed the AAA credit rating of the 
United States, but lowered its rating outlook to negative. While we disagree with S&P’s 
conclusion, these events highlight the importance of timely, bipartisan cooperation on fiscal 
reform. As Deputy Secretary Wolin expressed to you in person shortly after we received your 
letter, we are firmly committed to working with Congress to strengthen the long-term fiscal 
position of the United States. 

President Obama has emphasized his strong commitment to restoring balance to our fiscal 
position and to working with both patties to put the Nation on a responsible path to address the 
national debt. This will require difficult choices and a comprehensive approach. Nonetheless, as 
the President noted last month, addressing these issues is well within our capacity as a country. 
To this end, he has initiated a bipartisan process to help restore fiscal sustainability. 

In its April 18 research report, S&P questioned whether government leaders would be able to 
reach an agreement on how to address our long-term budget challenges. This was a political 
judgment, which we believe is incorrect. We expect that America’s leaders will come together — 
as both parties have done at key moments in the past — ^to meet and to overcome these challenges. 
The President is committed to this, and so am I. In fact, both parties agree on the broad 
parameters of the scale and timing of deficit reduction that is necessary to begin decreasing our 
national debt as a share of GDP. Our challenge now is to implement such a plan and to 
demonstrate to the world that the United States is serious about improving its long-term fiscal 
position. It is the right and necessary thing to do for America’s future. 

Your letter asks us to provide a better understanding of Treasury’s engagement with S&P in 
regard to its recent action. As you know, S&P provides an independent rating for the sovereign 
debt of the United States. We do not solicit the rating, and we do not regulate or oversee the 
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company. S&P periodically reviews its ratings; and, in connection with that process, it often 
reaches out to the U.S. government for information. In fact, S&P recently stated— in a report 
dated February 24, 201 1 — that its sovereign rating “may involve the participation of 
government officials.” In February 2011, S&P followed that practice, reached out to Treasury, 
and asked for information. In response, our staff met with S&P persoimel and discussed publicly 
available information. We understand that S&P also met with the Office of Management and 
Budget, the Federal Reserve, Congress, and perhaps others. At the conclusion of the February 
review, S&P expressed some concern about the long-term fiscal position of the United States. 

In early April, S&P contacted Treasury again and stated that its sovereign ratings committee was 
scheduled to meet to review the U.S. credit rating. In response, we emphasized that S&P should 
have the benefit of additional relevant information before making any significant decisions. In 
particular, we understood that S&P intended to make a judgment informed by its views of the 
Administration’s intentions and objectives regarding fiscal reform, as well as the prospects for 
legislative action. In that context, we felt it was important to address those issues and to provide 
our views. 

Shortly thereafter, on April 13, Administration officials met with S&P personnel. Deputy 
Secretary Wolin and I attended the meeting, along with Jacob Lew, the Director of the Office of 
Management and Budget; Bruce Reed, the Chief of Staff to Vice President Biden; Jason Furman, 
the Deputy Director of the National Economic Council; and several other Treasury officials. We 
discussed President Obama’s plan for restoring fiscal responsibility, which the President had 
announced in a speech earlier the same day. And we discussed our firm belief that government 
leaders will come together and will reach an agreement to address our long-term budget 
challenges. We believe these communications were entirely appropriate. In fact, we believe it 
would have been irresponsible not to engage with S&P, as the Administration has a 
responsibility to the American taxpayers to minimize the cost of credit for the United States. 

Finally, you ask us to provide materials related to the communications between Treasury 
officials and S&P personnel. We have identified a series of e-mail communications between 
Treasury and S&P in advance of the April 13 meeting, which we have enclosed. In addition, 
Treasury staff prepared an internal briefing deck that I used for general reference during the 
April 1 3 meeting. This deck is a confidential internal document, it was not shared with S&P, and 
I did not discuss all the information contained therein during the meeting. Nonetheless, we 
appreciate your interest in this issue, and we want to foster a collaborative working relationship 
with the Committee. Therefore, we would be happy to arrange a briefing, at which time you 
and/or your staff can review the deck and discuss it with Treasury personnel. 

Thank you for your letter. Again, we look forward to working with you to address the Nation’s 
fiscal challenges. 



Enclosure 
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FrcHn: 

Sent: 

To; 

Cc: 

Sublect 


Chambers, ^hn Oohn_chamters _ 
Tuesday, March 22, 201 1 5:27 PM ' 
Rutiierford, Matthew 
Swann, Nikola 
RE; Starujard & Poor's 


Matt, 

Sure, How does your Friday afternoon look? 
3ohn 


3ohn B. Chambers, CFA 
Managing Director 

Chairman, Sovereign Rating Committee 
Standard & Poor's 



Original Message 

Frcwi: Matthew. Rutherfordfttreasurv . eov 

rfBailto;Matthew.Rutherford(Btreasurv.govl 

Sent: Tuesday, March 22, 2011 5:26 PM 

To: Chambers, lohn 

Cc: Swann, Nikola; Beers, David 

Subject; RE: Standard & Poor's 

Thank you all. 1 am in Asia next week. Anyway we can do it later this week? 

Best, 

Matt 


Original Message 

From: Chambers, 3ohn rmailto:lQhn chambers 
Sent; Tuesday, March 22, 2011 5:10 PM 
To: Rutherford, Matthew 
Cc: Swann, Nikola; Beers, David 
Subject: Standard & Poor's 


Matt, 


Thanks again for all of your help earlier this month. We greatly appreciate it. 


We're making progress with our analysis. Can we chat on the phone in the next few days to go 
over a couple of open items? Next Tuesday would be a good day for us, but we could also do 
it beforehand. 
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Thanks & best regards^ 


John 


John B, Chambers, CFA 
Managing Director 

Chairman, Sovereign Rating Committee 
Standard & Poor’s 



The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this communication in error, please immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

Sont: 

To: 

Cc: 

Subject: 


Rutherford, Matthew 
Wednesday, 
'john^chambers 
'nikda swann^ 

Re: 


Ok, Let's talk Monday. Just shoot me tiroes. ... .thanks. 


Original Message 

From: Chambers, John < 1ohn chambers^ 
To: Rutherford, Matthew 
Cc: Swann, Nikola < Nikola Swanni 
Sent: Wed Mar 30 83:15:00 2011 
Subject: RE: 


Matt, 

I'm in London this week. Probably the easiest thing is for the three of us to try to talk 
Monday. It's just to get any last update on the administration’s budget strategy. The call 
can be short. We just want to be sure we have all the pieces before we go to committee. 

Thanks 


John 


Original Message 

FrcHT»: Matthew.RutherfQrdfltreasurv.gov 
r mailto ; Matthew. Rutherf ordfltreasurv . gov1 
Sent: 30 March 2011 07:53 
To: Chambers, John 
Subject: 

John: 


I am in Asia. Do you want to talk? 
I am back Friday. 

Matt 


The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this communication in error, please immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
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information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

Sent: 

To: 

Subject 


Rutherford, MatSww 
Tuesday, AprH 0 5.2011 9:56 PM 
'John chambers® 

Re: S&P 


Thx. Sent an c^ail to you guys.... 


Original Message 

From: Chambers^ 3ohn < iohn chambers<^ 

To: Rutherford, Matthew; Swann, Nikola < Nikola Swannfll 
Sent: Tue Apr 05 21:52:29 2011 
Subject: RE: S&P 


Matt, 

cell is ■■■■■■Hlli but I'll be in & out tomorrow, first with the lecture and then 
with an investor call elsewhere in the state. Can I call her? If so, what number shall I 
use? 


3ohn 


Sent with a)od fwww.good.com ) 


Original Message 

From: Matthew. Rutherf ordfitreasurv. gov fmailto:Matthew.Rutherfordgtrea5urv.govl 
Sent: Tuesday, April 05, 2011 09:35 PM Eastern Standard Time 
To: Chambers, 3ohn; Swann, Nikola 

Subject: Re: S&P 

Great. 3ohn - FYI - Mary is going to reach out to you tomorrow. Is there a # to reach you 
on? 

Thx, 

Matt 


----- Original Message — -- 
From: Chambers, 3ohn < 1ohn chambersi 
To: Rutherford, Matthew; Swann, Nikola < Nikola Swanniij 
Sent: Tue Apr 05 21:32:18 2011 
Subject: S&P 


Matt, 


Greetings from UVA, where I'm giving a lecture tcwnorrow. 

Nikola will send you tomorrow our last full analysis on the USA and our ratings list. A dozen 
plus sovereigns have a AAA rating. 

Best regards 

3ohn 
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Sent with Good ( www. good, com ) 


Original Message 

Frcwi: Matthew. Rutherfopdgtreasurv.gov rmailtorMatthew.Rutherfordgtreasurv.govI 
Sent; Tuesday^ April 05, 2811 88:12 PM Eastern Standard Time 
To: Chambers, lohnj Swann, Nikola 

Subject: 

Hi gentlemen: 

A couple questions: 

1) Can you fwd me your latest ratings piece on the us? I cannot find it and I am away from 
my desktop. 

2) Out of curiosity, how many sovereigns that you rate have aaa? 

Thanks, 

Matt 


The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this communication in error, please Immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or Information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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Chambers, John [John charnbarsi^^^^HH|HHH 

Wednesday. April 06. 201 1 8:38 AM 

Miller, Mary; Ruttierford, Matthew; Hester. Barrett (Bret) 

RE: Re: 


Mary, 


From: 

Sent: 

To: 

SubjTCt: 


You can reach me at 


room 422 up until 9. 


John 


Sent with Good f www. good. com ) 


Original Message 

From: Marv.Mlllergtreasurv.gov fmailto : Marv.Millergtreasurv . govi 
Sent: Tuesday, April 85, 2811 18:14 PM Eastern Standard Time 

To: Matthew . Rut herf ordgtreasurv . gov : Chambers, John; Barrett. Hestergtreasurv.Eov 

Subject: Re: 

Thanks Matt. I am free between 8:38 and 9, 9:45 to 10, and can clear something between 2 and 
3. John, please let me know if any of these times work for you. 

Mary Miller 

Original Message 

From: Rutherford, Matthew 

To: Miller, Mary; 'John chambersl^JHm* < iohn chaBibersj [J[^^; Hester, Barrett (Bret) 

Sent: Tue Apr 85 21:55:16 2811 

Subject: 

Mary: 

John is out of the office to morrow, but he is able to connect with you if you set up a time. 
His cell is^^^^BBI 

I have cc'ed him on this email so you all can set up a time. 

Matt 


The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this c<»nmunication is strictly 
prohibited. If you have received this communication in error, please immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
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information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

Sant: 

To: 

Subject: 


Beers, David [david_beers@ 

Wednesday, April 06. 2011 7:49 PM 
Miller, Mary 
Re; Re: 


Yes. That’s fine. 
DTB 


Sent from my BlackBerry Wireless Handheld 


Original ^tessage 

From: Mary. Miller^reasury. gov <Mary.Miller^reasury.gov> 

To: Beersj David 
Cc: Chambers, 3ohn 
Sent: Thu Apr 07 00:43:42 2011 
Subject: RE: Re: 

David - I think there has been a mix up. We are going to reach 3ohn Chambers tonight to 
discourage him frcHn celling to DC tomorrow. We would like to have a telephone call with you 
tomorrow and if lohn can join that would be great. I would like to suggest Sam for a call 
tomorrow, which would be 1pm your time. Does that work? 

Original Message 

From: Beers, David [mailto:david__beers 
Sent: Wednesday, April 06, 2011 7:34 PM 
To: Miller, Mary 
Subject: Re: Re: 

Mary, a new develoment. lohn Chambers, in Richmond today, is now enroute to DC. He spoke to 
Matt R. who promised to pull together a meeting tomorrow. We’re hoping our colleague Marie 
Cavanaugh, an MD in the group in MY, can fly down to join. As for me, if telephone security 
is a concern (I understand that you all want to share with us some confidential information), 
I'm supposing I could participate via a secure phone line in the American Embassy in London. 
Regards, 

DTB 


Sent from my BlackBerry Wireless Handheld 



Original Message ----- 

From: Mary.Millergtreasury.gov <Mary.Millergtreasury.gov> 

To: Beers, David 

Sent: Thu Apr 07 00:28:02 2011 

Subject: RE: Re: 

Yes, that makes sense. I will coordinate with leffery Goldstein. What times are you 
available? Morning on our end would work best. 

Original Message 

From: Beers, David [mailto:david_beers^|||||||||||||||||||^||[^^ 

Sent: Wednesday, April 06, 2011 6:34 PM 
To: Miller, Mary 
Subject: Re: Re: 
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Mary, I understand from my president, Deven Shannan, that Under Secretary Goldstein also 
wants to talk to me tomorrow. I‘m supposing that it would be sensible if I called the two of 
you together. 

Regards, 

DTB 


Sent from my BlackBerr^ Wireless Handheld 


Original Message 

From: Mary.Miller@treasury.gov <Hary.Miiler@treasury.gov> 

To: Beers, David 
Sent: Wed Apr 86 22:48:36 28X1 
Subject: RE: Re: 

Certainly. I get in at 7:30 U.S. time. Thanks 

Original Message 

Fran: Beers, David [fflailto:davld_beers 
Sent: Wednesday, April 86, 2811 5:17 PM 
To: Miller, Mary 
Subject: Re: 

Mary, I'm on a train at the moment. Could I call you tomorrow? 
Regards, 

DTB 


Sent from my BlackBerry Wireless Handheld 



From: Mary.Miller@treasury.gov <Mary.Miller@treasury.gov> 

To: Beers, David 

Sent: Wed Apr 06 21:27:89 2811 

Subject: 


lust left you a message at the office and on your cell. Please call if you have a moment. 
Thanks 


Mary 3. Miller 

Assistant Secretary for Financial Markets 



The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected fran disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the Intended recipient, 
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please be aware that any dissemination or cqsying of this ccMwnunication is strictly 
prohibited. If you have received this communication in error j please irmnediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without infonuing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 


The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client cwrojiunication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this communication in error, please immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without infonning the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 


The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client CMwiunication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this communication in error, please Immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 


3 


UST000011 



279 


From: 

Sent: 

To; 

Cc: 

Subject: 


Ruth^-ford, Ma^)ew 
Wednesday, Ap^ 

'nikofa_8wannC_ 

■john ^ambersl 
Re;S&P 


Thank you Nikola. Hope you are recovering. 


Original Message 

From: Swann, Nikola < Nikola Swann 
To: Rutherford, Matthew 
Cc; Chambers, 3ohn < iohn chambers 
Sent: Wed Apr 86 21:37:53 2011 
Subject: RE: S&P 

Matt, 

Apologies for not getting this to you earlier in the day. Our last Full Analysis is 
attached. 

The sovereigns we currently rate AAA are: Australia; Austria; Canada; Denmark; Finland; 

France; Germany; Guernsey; Hong Kong; Isle of 

Man; Liechtenstein; Luxembourg; Netherlands; Norway; Singapore; 

Sweden; Switzerland; UK; US. 

Let us know if you have further questions. 

Best regards, 

Nikola. 



Original Message 

From; Chambers, lohn 

Sent: Tuesday, April 05, 2011 9:32 PM 

To: 'Matthew.Rutherf 0 rd 9 treasury.gov'; Swann, Nikola 

Subject: S&P 

Matt, 

Greetings frtwB UVA, where I'm giving a lecture tomorrow. 

Nikola will send you tomorrow our last full analysis on the USA and our ratings list. A dozen 
plus sovereigns have a AAA rating. 

Best regards 

3ohn 


Sent with Good f www.good.com > 
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Original Message 

From; Matthew. Rutherf ordgtreasurv . gov 
fmalltoiHatthew.Rutherfordgtreasurv.govl 

Sent: Tuesday, April 05, 2011 08; 12 PM Eastern Standard Time 

To; Chambers, 3ohn; Swann, Nikola 

Subject: 

Hi gentlemen: 

A couple questions: 

1) Can you fwd me your latest ratings piece on the us? I cannot find it and I am away from 
my desktop. 

2) Out of curiosity, how many sovereigns that you rate have aaa? 

Thanks, 

Matt 


The information contained in this message Is intended only for the recipient, and may be a 
confidential attorney-client coinnunicatlon or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this communication in error, please inmediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

Sent: 

To: 

Subject 


Ru^efford, MaWiew 
Thursday, April 0 7.2011 11:1 
■john_chambers( 

Re: S&P 


Thank you 3ohn. I look fon*rard to hearing how you plan to proceed. 

Best, 

Matt 


Original ^te5sage 

From: Chambers, 3ohn < 1ohn chambers 
To: -Rutherford, Matthew 
Sent: Thu Apr 07 18:80:14 2011 
Subject: RE: S8P 

Matt, 

Again, no problem. Thanks for arranging the call. David will get back to the Under Secretary 
shortly. 

3ohn 



Sent with Good f www.good.can ) 


Original Message 

From: Matthew. Rutherford^reasurv.eov rmallto;Matthew. Rutherf ordfttreasurv ■ govi 

Sent: Wednesday, April 86, 2611 89:05 PM Eastern Standard Time 

To: Chambers, lohn 

Cc: Beers, David 

Subject: Re: SftP 

Gentlemen. My apologies again - I think there was some mlscommunication in a short period of 
time, lohn, thank you for understanding. The call is tomorrow at 8 am. 

password ■■Hi 


Talk tomorrow. 
Matt 


Original Message — 

From: Chambers, 3ohn < 1ohn chambers! 
To: Rutherford, Matthew 
Cc: Beers, David < david beersi 
Sent: Wed Apr 06 19:57:41 2011' 
Subject: S&P 
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Matt 

No problem, 

I see that Mary asked for an 8 a.m. call. 

Let's work with that time. Shall we set up a toll free dial in number? 
3ohn 


Sent with Good f www.good.com l 


Original Message 

Prom: Matthew. Rutherford(8treasurv . gov fmailtoiMatthew.Rutherfordgtreasurv.govI 
Sent: Wednesday, April 96, 2011 07:49 PM Eastern Standard Time 
To: Chambers, 3ohn 

Subject: 

John: 

I am so sorry. Please accept my apologies. 

Matt 


The information contained in this message Is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the Intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this communication in error, please Immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

S«nt: 

To: 

Cc: 

Subjsct 


Rutherford, Matthew 
Friday. April 08. 2011 4:28 PM 
'Chambers, John' 

Brown, Amy 
RE: S&P 


Unclear. Will let you know. 

Thanks much. Matt 

Original Message 

From: Chambers, John Tmailtotiohn chambers 
Sent: Friday, April 08, 2011 3:02 PM 
To: Rutherford, Matthew 
Cc; Brown, fimy 
Subject: S&P 

Matt, 

Sure, Ifte'll send the bios, the dates of birth, and the social security numbers (or passport 
numbers). 

When do you think you will have a firm date and time? 

John 


John B. Chambers, CFA 
Managing Director 

Chairman, Sovereign Rating Committee 
Standard & Poor's 



-----Original Message 

From: Matthew. RutherfordIHreasurv. eov 
f mallto : Matthew. Rutherfordgtreasurv . fiovl 
Sent: Friday, April 08, 2011 2:42 PM 
To; Chambers, Jcrfin 
Subject; 

Hi John: 

Can you send me the bios of everyone attending next week? 

Thanks, 

Matt 


The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
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and protected from disclosure. If the reader of this message is not the Intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this cofmnunlcation in error, please immediately notify us by 
replying to the message and deleting it fran your ccmiputer. The McGraw-Hill Conpanies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

Sent: 

To: 

Subject: 

Goldstein. Jeffrey 

Friday, April 08, 

Re: Background documents 

Deven; 


Many thanks. 


Jeffrey 



Original Message 

From; Sharma, Deven < deven sharina' 
To; Goldstein, Jeffrey 
Sent; Fri Apr 08 !7:02:20 201 1 
Subject: Background documents 

Jeff 


Attached are two documents that you may find helpful. The second document outlines our current approach to 
sovereign ratings. We have recently taken worked on clarifying our approach to make our criteria more 
transparent and we have sought market feedback. The approach is essentially the .same though our intent is to 
make it much more clear. 


Best, deven 


Attached: 

(i) Criteria | Governments | Request for Comment: Sovereign Government Rating Methodology And 
Assumptions 

(ii) Criteria | Governments { Sovereigns: Sovereign Credit Ratings: A Primer 


Deven Sharma 



The information contained in this message is intended only for the recipient, and may be a confidential attorney- 
client communication or may otherwise be privileged and confidential and protected from disclosure. If the 
reader of this mes.sage is not the intended recipient, or an employee or agent re.sponsible for delivering this 
message to the intended recipient, please be aware that any dissemination or copying of this communication is 
strictly prohibited. If you have received this communication in error, please immediately notify us by replying 
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to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. reserves the right, 
subject to applicable local law, to monitor, review and process the content of any electronic message or 
information sent to or from McGraw-HiU e-mail addresses without informing the sender or recipient of the 
message. By sending electronic message or information to McGraw-Hill e-mail addresses you, as the sender, 
are consenting to McGraw-Hill processing any of your personal data therein. 
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From: 

Sent: 

To: 

Subject: 

Attachments: 


Brown, Amy [amy_brown(g 

Friday. April 08, 2011 6:10 PM 
Rutherford, Matthew; Chamters, John 
S&P - visitor data for security preK^learanc^ 

Cavanaugh_Marie_BioPic.pdf, Beers_David_BioPic.pdf: Swann, __Nikoia_05-25-10_GAa-pdf; 
Chambers_John Bio Pic 6 10.pdf 


Importance: High 


Dear Matt, 


Please find below the data that you'll need for security pre-clearance in advance of next 
week's meeting, along with the requested bios. 

Should you need anything else, please let me know. 


David Beers 
Date of Birth: | 
SS#: 


Marie Cavanaugh 
Date of Birth 
SS#: 

3ohn Chambers 
Date of Birth 
SS#: 

Nikola Swann 
Date of Birth: I 
Canadian Passport #:| 



Thank you, 
Amy 


Amy M. Brown 
Administrative Assistant 
Sovereign Ratings Group 
Standard & Poor's 


55 Water Street 



Original Message 

From: Matthew . Rut herf ordlSt rea s u ry . gov 
fmallto: Matthew. RutherfordlBtreasurv.fiOvl 
Sent: Friday, April 08, 2011 4:28 PM 
To: Chambers, John 
Cc : Brown, Amy 
Subject: RE: S&P 


Unclear. Will let you know. 


Thanks much. Matt 
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Original Message 

From: Chambers, 3ohn rmailto:iohn chambers 
Sent: Friday, April 08, 2011 3:82 PM 
To: Rutherford, Matthew 
Cc: Brown, /toy 
Subject: S&P 


Matt, 

Sure, We’ll send the bios, the dates of birth, and the social security numbers (or passport 
numbers) . 

When do you think you will have a firm date and time? 

John 


Dohn B. Chambers, CFA 
Managing Director 

Chairman, Sovereign Rating Committee 
Standard & Poor’s 

pho 
fax 



Original Message 

From: Matthew. Rutherford^reasury . rov 
fmailto: Matthew. Rutherfordiatreasurv. gov] 

Sent: Friday, April 08, 2011 2:42 PM 

To: Chambers, lohn 

Subject: 

Hi 3ohn: 

Can you send me the bios of everyone attending next week? 

Thanks, 

Matt 


The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this communication in error, please immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 


2 


UST000021 


289 


From: 

Sent: 

To: 

Subject: 


Rutherford, Matttiw 
Monday. April 11^ 
'John chamtors< 

Re: S&P 


Great. Look forward to seeing you. 
Matt 


Original Message 

From: Chambers, 3ohn < iohn chambersi^ 

To: Rutherford, Matthewj Gathers, Shirley 
Cc: Brown, Amy < amv brownj 
Sent: Mon Apr 11 11:58:21 2811 
Subject: RE: S&P 


Matt, 


Amy just responded a couple of minutes ago. We're set for 2:38 p.m. on Wednesday at 
Treasury. On our side, we will be David Beers, Marie Cavanaugh, Nikola Swann, and me. We 
are all members of the ccxnmittee. 


In case of need on Wednesday, please take note of my cell phone number below. 

Best regards, 

lohn 


3ohn B. Chambers, CFA 
Managing Director 

Chainnan, Sovereign Rating Ccxnmittee 
Standard & Poor’s 

phone 
cell 



Original Message----- 

From: Matthew. Rutherfordatreasurv . eov 
fmailto;Matthew. Rutherford^ reasurv.RovI 
Sent: Monday, April 11, 2011 11:49 AM 
To: Shirley .Gathersgtreasurv . gov 
Cc: Chambers, 3ohn 
Subject: S&P 

3ohn: 

Shirley is trying to set up a meeting for you with The Secretary and 0MB Director. She has 
emailed and has not heard back frc»n her. 

Thanks, 

Matt 
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The Information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client cojwnunicatlon or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this communication in error, please immediately notify us by 
replying to the message and deleting it from your computer. The Mc6raw-Hill Canpanles, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or infonnatlon sent to or from McGraw-Hill e-mail addresses 
wlthcHit informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

Sant; 

To: 

Cc: 

Subjai^: 


Beers, David {david beers^ 

Thursday. April 14. 2011 8:44 PM 
Miller, May; Chambers, John 
Rutherford, Matfoew 
Re: Follow Up 


Dear Mary, 

Thanks for your e-mail, and our thanks again for your efforts to pull together yesterday's 
meeting. My colleagues and I certainly benefited from the discussions, both as they related 
to the PresldCTt’s proposals as well on the politics of finding cross-party agreement on the 
fiscal strategy. 

At this point, my colleagues are finalizing their work on tomorrows committee, which will be 
held in the morning EOT. Hence the logistics won't work for additional meeting between now 
and then. We do feel, though, that the discussions yesterday gave us insight into the 
Administration's strategy on the political front. 

I'll be back in touch tomorrow. 

Regards, 

DTB 


Sent from my BlackBerry Wireless Handheld 


From: Marv.Hillergtreasurv.gov < Marv.Millergtreasurv.gov > 

To: Chambers, lohnj Beers, David 

Cc: Matthew. Rutherfordgtreasurv . gov < Matthew. Rutherfordgtreasurv . gQV > 
Sent: Thu Apr 14 22:21:47 2011 
Subject: Follow Up 


David and John, 


Thanks once again for your time here yesterday. We hope that you found the meeting useful. I 
wanted to follow up to ask if there were further questions, particularly on the political 
front. If so, we could try to arrange a meeting with others in the Administration. 


Mary 3. Miller 

Assistant Secretary for Financial Markets 



The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient. 
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or an employee or agent responsible for delivering this message to the intended recipient^ 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this conmiunlcation in error, please immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or infonnation sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

Sent: 

To: 


Sharma, Deven (deven_sharma 
Friday. April 15, 2011 1:34 AM 
Goldstein, Jeffrey 


Categories: Yelfow Category 


Jeff 

I got your message. I am out of the country, so f will give )ou a cal!. 
Thks. Deven. 


The information contained in this message is intended only for the recipient, and may be a cx)nfidential attorney- 
client communication or may othen\’ise be privileged and confidential and protected from disclosure. If the 
reader of this message is not the intended recipient, or an employee or agent responsible for delivering this 
message to the intended recipient, please be aware that any dissemination or copying of this communication is 
strictly prohibited. If you have received this communication in error, please immediately notify us by replying 
to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. reserves the right, 
subject to applicable local law, to monitor, review and process the content of any electronic message or 
information sent to or from McGraw-Hill e-mail addresses without informing the sender or recipient of the 
message. By sending electronic message or information to McGraw-Hill e-mail addresses you, as the sender, 
are consenting to McGraw-Hill processing any of your personal data therein. 
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From: Goldstein, Jeffrey 

Sent: Friday, April 15, 2011 3:25 PM 

To: 'Beers, David'; Milter, Mary; RutherforeJ, Matthew 

Subject: RE; Standard & Poor’s 


We can call you shortly if there is a convenient nuirfier to reach 

Original Message 

From; Beers, David Imailtoidavid beers ^ 

Sent: Friday, April i5, 2011 3:18 PM 
To: Goldstein, Jeffrey; Miller, Mary; Rutherford, Matthew 
Subject: Standard & Poor's 
Importance; High 


Undersecretary Goldstein, Mary, Matt, 


When would it be convenient to call you to let you know today's committee outcome? 
Regards, 


DTB 


The information contained in this message is intended only for the recipient, and may be a confidential attorney- 
client communication or may otherwise be privileged and confidential and protected from disclosure. If the 
reader of this message is not the intended recipient, or an employee or agent responsible for delivering this 
message to the intended recipient, please be aware that any dissemination or copying of this communication is 
strictly prohibited. If you have received this communication in error, please immediately notify us by replying 
to the message and deleting it from your computer. The McGraw-Hill Companies. Inc. reserves the right, 
subject to applicable local law, to monitor, review and process the content of any electronic message or 
information sent to or from McGraw-Hill e-mail addresses without informing the sender or recipient of the 
mes.sage. By sending electronic message or information to McGraw-Hill c-mail addresses you, as the sender, 
are consenting to McGraw-Hill processing any of your personal data therein. 
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From: Goldstein, Jeffrey 

Sent; Friday, ApriM 5, 2011 3:38 PM 

To; ‘Beers, David'; Miller, Mary; Rutherford, Matthevir 

Subject; RE; Standard & Poor's 


Yes. we are together now in my office. 

Original Message 

From; Beers, David imailto:david beers 
Sent: Friday, April 15, 20H 3:37 PM 
To: Goldstein, Jeffrey; Miller, Mary; Rutherford, Matthew 
Subject: RE: Standard & Poor's 

We can call you now, if you like, at your number. Will Mary and Matt Join? 



Original Message 

From: Jeffrev.Goldstein@treasurv.gov 
i mailto:Jeffrev-Goldstein@treasitrv.govl 
Sent: 15 April 2011 20:27 

To; Beers, David; Marv.Miller@trcasury.gov ; Matthew.Rutherford@treasurv.gov 
Subject: RE: Standard & Poor's 


Alternatively, please call my office at 


Original Message 

From: Beers, David imailto:david beers 
Sent: Friday, April 15, 20U 3: 18 PM 
To: Goldstein, Jeffrey; Miller, Mary; Rutherford, Matthew 
Subject: Standard & Poor's 
Importance: High 



Undersecretary Goldstein, Mary, Matt, 


When would it be convenient to call you to let you know today’s committee outcome? 
Regards, 


DTB 


The informalion contained in this message is intended only for the recipient, and may be a confidential attorney- 
client communication or may otherwise be privileged and confidential and protected from disclosure. If the 
reader of this me.ssage is not the intended recipient, or an employee or agent responsible for delivering this 
message to the intended recipient, please be aware that any dissemination or copying of this communication is 
strictly prohibited. If you have received this communication in error, please immediately notify us by replying 
to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. reserves the right, 

.subject to applicable local law, to monitor, review and process the content of any electronic message or 
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information sent to or from McGraw-Hili e-mail addresses without informing the sender or recipient of the 
message. By sending electronic message or information to McGraw-Hill e-mail addresses you, as the sender, 
are consenting to McGraw-Hill processing any of your personal data therein. 
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To: 

Subject: 


'Beei^, David' 
RE; RE: 


Got it. Thanks 


Original Message 

From: Beers, David fmailtotdavid beer 
Sent: Friday, April 15, 2011 6:24 PM 
To: Miller, Mary 
Subject: RE: 

Importance: High 


Mary, a thousand apologies. We've been having McGraw-Hill system problems that prevented me 
getting on e-mail and attaching this file. 


Anyway, here it is. 

One other thing to bear in mind. This draft is presently receiving internal legal review 
(standard operating procedure in S&P these days), so what gets published on ftonday may show 
some small editorial changes compared to what you see here. 


Please get back to me over the weekend if you want have any comments. 


Regards, 


DTB 


From: Marv.MiIlerfatreasurv.gov f mailto: Marv .Millergtreasurv . govi 
Sent: 15 April 2011 22:19 
To: Beers, David 
Subject: 


Were you planning to send a draft press release today? It would be helpful to take a look at 
that in advance. Thanks 


Mary 3. Miller 

Assistant Secretary for Financial Markets 



The information contained in this message is intended only for the recipient, and may be a 
confidential attorney -client communication or may otherwise be privileged and confidential 
and protected fr«n disclosure. If the reader of this message is not the intended recipient, 
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or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any diss^ination or copying of this canmunication is strictly 
prohibited. If you have received this communication in error, please insnediately notify us by 
replying to the message and deleting it frcrni ycwr computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and pnscess the 
content of any electronic message or Information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 


2 
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From: 

Sent 

To: 

Sul^oct’ 


'nikoia swannS 


Ruth^ord, Matthew 
Friday, April 15, ^ 
■|ohn_chamberej 
Re: Questk»i 


Excellent - thank you. 


Original Message 

From: Chambers, 3ohn < 1ohn chambers^ 

To: Rutherford, Matthew; Swann, Nikola < Nlkola Swannfij 
Sent: Fri Apr 15 22:27:50 2011 
Subject: RE: Question 


Matt, 


S&P has rated the USA since the inception of the firm with the merger of Standard Statistics 
and Poor’s Publishing in 1941. The predecessor institutions also rated the USA with their 
highest rating. 

3ohn 


Sent with Good ( www.good.com l 


Original Message 

From: Matthew. Rutherfordfttreasurv . eov rmailto:Hatthew.Rutherford0treasurv.gov1 
Sent: Friday, April IS, 2011 10:01 PM Eastern Standard Time 
To: Chambers, lohn; Swann, Nikola 

Subject: Re: Question 


One more q: did you start rating the us in 1941? Thx.. 

Original Message 

From: Chambers, John < 1ohn chawfeersfli 
To: Rutherford, Matthew; Swann, Nikola < NlkQla Swanng 
Sent: Fri Apr IS 22:00:51 2011 
Subject: RE: Question 


Matt, 


No. We started assigning outlooks in 1989. It has always been stable. 
3ohn 


Sent with Good ( www.good.com l 


Original Message 

From: Matthew. Rutherfordgtreasurv. gov fmallto:Matthew.Rutherfordgtreasurv.gov1 
Sent: Friday, April 15, 2011 09:58 PM Eastern Standard Time 
To: Swann, Nikola; Chambers, 3ohn 

Subject: Question 
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Hi guys: 

Question; has the US ever been on negative outlook in your ratings history? 

Thanks, 

Matt 


The information contained in this message is Intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this communication in error, please immediately notif/ us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
Information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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Chambers, John 0ohn_(^afnb8fs^flH|||[|^^^HH|H| 
Saturday. y^rlMB. 2011 

Beers. David; Fhjtherford, Matthew; Goldstein, Jeffrey; Miller, Mary 
RE: Cali 


Matt 


X could do 12 too 


3ohn 


From: 

Sent: 

To; 

Subjm:i: 


Sent with Good ( www.good»cOTi ^ 


Original Message 

From; Beers^ David 

Sent: Saturday, April 16, 2011 10:51 AM Eastern Standard Time 

To: ‘Matthew.Rutherforc^reasury.gov* j Chambers, Dohn; ‘ Jeffrey. Goldstein^reasury. gov’ ; 

' Mary . Miller§treasury . gov * 

Subject: Re: Call 

Matt, 

I have nother call at that time. 

12 would be possible for me. 

DTB 


Sent frc»n my BlackBerry Wireless Handheld 


Original Message ----- 

From: Matthew. Rutherfordgtreasurv. gov < Matthew. Rutherf ordfttreas ur v . eov > 

To: Beers, David; Chambers, John; Jeffrey . Goldsteingtreasurv . gov 
< Jeff rev . Goldstelngtreasurv . gQv > : Marv.MlllerfBtreasurv.eov < Marv. Millergtreasurv . gov > 
Sent: Sat Apr 16 15:48:45 2811 
Subject: Call 

David and John: 

I tried to reach you on your cell phones just now. 

We were hoping to set up a call with you at 11. 

Please advise if you are available. 

Matt 


The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
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and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the Intended recipient, 
please be aware that any dissemination or copying of this coamiunlcatlon is strictly 
prohibited. If you have received this ccHtimunicatlon In error, please immediately notify us by 
replying to the message and deleting it fron your ccHnputer. The McGraw-Hill Ccmpanies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
informaticMi to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

Sent: 

To: 

Subject: 


Rutheffonj, MaWiew 
Saturtlay, April 18. 2011 11:11AM 

'david^t^rsC 
Jeffrey; Miller. Maty 
Re: Call 


'iohn_c^iaml»rs 


c Goldstein, 


Great - here is the dial in: 



Original Message 

Fran: Beers ^ David < david beersfl 
To: Rutherford, Matthew; Chambers, 
Jeffrey; Miller, Mary 
Sent: Sat Apr 16 10:51:42 2011 
Subject: Re: Call 


John < 1ohn chambersg | 


I; Goldstein, 


Matt, 

1 have nother call at that time. 


12 would be possible for me. 
DTB 


Sent from BlackBerry Wireless Handheld 


Original Message 

From: Matthew.Rutherfordfttrea5urv.gov < M3tthew.Rutherfordfttreasurv.gov > 

To: Beers, David; Chambers, John; 3effrev.Goldstelnfttreasurv.gov 

< 3effrev.6oldstelnfttreasurv.gov >; Mary .Mlllerfttreasurv. gov < Marv .Mlllerfttreasurv . gov > 
Sent: Sat Apr 16 IS: 40: 45 2011 
Subject: Call 

David and John: 

I tried to reach you on your cell phones just now. 

We were hoping to set up a call with you at 11. 

Please advise if you are available. 

Matt 


The information ccmtained in this message is intended only for the recipient, and may be a 
coifldential attorney-client communication or may otherwise be privileged and confidential 
and protected froit disclosure. If the reader of this message is not the intended recipient, 
or an onployee or agent responsible for delivering this message to the intended recipient, 

i 
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please be aware that any dissemination or copying of this conmunicatlon is strictly 
prohibited. If you have received this ccMnmunication in error, please immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or frcMB McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

Suit: 

To: 

Subjoct: 


Ru&terford, Mathew 
Saturti^. April 16 . 2011 2:02 PM 
'john__chambers^ 

Ra: S&P 


Perfect thx 


Original Message 

From: Chambers, 3ohn < iohn chambers^ 

To: Rutherford, Matthew; LeCranpte, 3enni; Swann, Nikola < Nikola SwanniS| 
Sent: Sat Apr 16 14:80:48 2811 
Subject: S&P 


Matt, 


I don't know the protocol. I don't recall such a request ever came up before. 
1*11 check and revert 


lohn 


Sent with Good ( www. good. cora l 


Original Message 

From: Matthew. Rutherfordfttreasurv . gov fmailto;Matthew.RutherfQrdlBtrea5urv.eovl 
Sent: Saturday, April 16, 2811 01:57 PM Eastern Standard Time 
To: lenni . LeCompteitt reasu rv ♦ eov ; Chambers, John; Swann, Nikola 

Subject: 

Nikola and lohn: 

Later today is there a coraraunications director that our press people can connect with? I have 
cc'ed lenni Lecompte here. 

I am not sure what protocol is here. We just want to be prepared on timing, logistics, etc. 

Thanks, 

Matt 


The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this conmunlcation in error, please immediately notify us by 
replying to the message and deleting it fron your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
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information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

Sent: 

To: 

Cc; 

Subject: 


Chambers, John [^hn chambers 
Saturday, April 16, 2011 2:34 PM 
Rutherford, Matdiaw; LeCompte, Jenni; Swann. Nikola 
Beens, Dawd; Ma^is, Cadierlne; Wa^ki, David 
S&P 



Dear Ms LeCompte^ 

Catherine Mathis is in charge of our Communications Department. I‘ve cc*d her. Either she 
or her colleague^ David Wargin, also cc'd« would be your best point of contact. If you'd 
like to speak today, I suggest dropping them a note with a proposed time. 

Regards 

John Chambers 


Sent with &)od (www.good.cwB J 


Original Message 

From: Matthew. Rutherfordl&treasurv. gov fraailto;Matthew.Rutherfordgtreasurv.gQv1 
Sent: Saturday, April 16, 2811 81:57 PM Eastern Standard Time 
To: Jenni . leCompt^reasurv . eov ; Chambers, John; Swann, Nikola 

Subject: 

Nikola and John: 

Later today is there a communications director that our press people can connect with? I have 
cc'ed Jenni Lecompte here. 

1 am not sure what protocol is here. We just want to be prepared on timing, logistics, etc. 

Thanks, 

Matt 


The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication Is strictly 
prohibited. If you have received this communication in error, please immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without infonning the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

Sent: 

To: 

Subjoct: 


Rutfierford, Matthew 
Saturday. April 16. 2011 2:35 PM 

'nikolajswannC_ 

Re: S&P articles 


I; 'john_chambers 


Thanks Nikola... 


Original Message 

From: Swann, Nikola < Nikola SwannSl 

To: Rutherford, Matthew; Chambers, 3ohn < iohn chamberslil 
Sent: Sat Apr 16 14:29:43 2011 
Subject: Re: S&P articles 


Matt, 

I had some initial problems connecting to AMTRAK wi-fi, but it is working now. As long as 
the connection holds up, you wil receive these shortly. 

Nikola. 


Nikola 6. Swann, CFA, FRM 


Message d'origine 

De I Matthew. Rutherford^reasurv. gov < Matthew. Rutherfordt&treasurv . gQV > A : Chambers, 3ohn; 
Swann, Nikola Envoyd : Sat Apr 16 13:53:58 2011 Objet : Re: S&P articles 

Thank you much guys... 


Original Message 

From: Chambers, lohn < 1ohn chambers^ 
To: Swann, Nikola < Nikola SwannflT " 
Cc: Rutherford, Matthew 
Sent: Sat Apr 16 13:53:00 2011 
Subject: S&P articles 


Nikola, 


Could you do me a favor? If you can access RatingsDirect, Could you e mail Matt the media 
release when we assigned the UK a negative outlook (around Hay 2009, click the tab 'rating 
action' or 'rating news' and not 'analysis' I believe), the last FAQ on the USA (2009 I 
believe), and the article "Outlooks: The Sovereign Credit Weathervane (April 2010). 


Matt, 

Since I started this e mail, Nikola checked in. He’s boarding a train at Union Station & 
he'll be able to send you the articles as soon as he can pull thm down after the train 
departs. 


UST000Q41 
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Sent with Good ( www.good.com ) 


The information contained in this R^ssage is intended only for the recipient, and may be a 
confidential attorney-client cwnmunication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this communication in error, please Immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Con^anies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

S«nt: 

To: 

Cc: 

Subjoct: 


Swann, Nikola (Nikola^Swann^ 

Saturday, April 16, 2011 3:49 PM 
Ru^erM. MatSiew 
Chambers, John 
Re: S&P artides 


Hi Matt, The connection is poor quality, slowing everything down, but it is working. It 
won't be long, now. 

Nikola. 


Nikola e. Swann, CFA, FRM 
Message d'origine 

De : Matthew. Rutherfordgtreasurv.gov < Matthew.Rutherford<8treasurv.eov > A : Swann, Nikola 
Envoys : Sat Apr 16 15:23:55 2811 Objet : Re: S&P articles 

Hi Nikola - no luck huh? 


Original Message 

From: Swann, Nikola < Nikola Swannfl 
To: Rutherford, Matthew; Chambers, 

Sent: Sat Apr 16 14:29:43 2811 
Subject: Re: S&P articles 

Matt, 

I had some initial problems connecting to AMTRAK wi-fi, but it is working now. As long as 
the connection holds up, you wil receive these shortly. 

Nikola. 



Nikola 6. Swann, CFA, FRM 


Message d'origine 

De : Matthew. Ruther^ordfttreasurv. gov < Matthew.Rutherfordgtreasurv.gov > A : Chambers, John; 
Swann, Nikola Envoys : Sat Apr 16 13:53:58 2811 Objet : Re: S&P articles 

Thank you rmjch guys... 


Original Message 

Frcwj: Chambers, lohn < 1ohn chambersd 
To: Swann, Nikola c Nikola Swanr< 

Cc: Rutherford, ^'tetthew 
Sent: Sat Apr 16 13:53:00 2811 
Subject: S&P articles 


Nikola, 


Could you do me a favor? If you can access RatingsDirect, Could you e mail Matt the media 
release when we assigned the UK a negative outlcrak (around May 2089, click the tab ’rating 
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action' or 'rating news' and not 'analysis' 1 believe), the last FAQ on the USA (2609 X 
believe), and the article "Outlooks: The Sovereign Credit Weathervane (April 2010). 


Matt, 

Since I started this e mall, Nikola checked in. He's boarding a train at Union Station & 
he'll be able to send you the articles as soon as he can pull them down after the train 
departs. 

3ohn 


Sent with Gowi f www.good.com ) 


The information contained in this message is intended only for the recipient, and may be a 
confidential attorney -'Client communication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this communication in error, please immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
Information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 
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From: 

Sont: 

To; 

Sub|act: 


Chambers, John {John chsffnbars^ 
Saturday, April 16, 20fl 5:33 PM 
Ruttierfonl, Madhew; Svrann, Nikola 
RE: S&P articles 


Matt, 


No. Not at that tirae. 

Our articles take different formats, depending in the audience. 

I think the FAQ we have in the hopper will address some of the concerns you & Mary expressed 
today. 

3ohn 


Sent with Good ( www. good. cow l 


Original Message 

From; Matthew. Rutherfordatreasurv. gov T mailto rHatthew . Rutherf ordgtreasurv . govl 

Sent: Saturday, April 16, 2011 05:21 PM Eastern Standard Time 

To: Swann, Nikola 

Cc: Chambers, lohn 

Subject: Re: SSP articles 

Thank you Nikola. So there was no faq that followed the December 2609 release? 


Thx. . 


Original Message 

Frrxn: Swann, Nikola < Nikola Swannfi 
To: Rutherford, Matthew 
Cc: Chambers, lohn < iohn chambersfl 
Sent: Sat Apr 16 16:21:34 2011 
Subject: Re: S&P articles 

Matt, 

The prior publications 3ohn mentioned are attached. 

I added in two more, in case it might be helpful for you to have these close at hand: the one 
from January, about the debt ceiling; and the one we published last winter about our views on 
the sustainability of global demand for the U.S. dollar. 

Let me know if you need anything else. By 7PM I should be at my next hotel, with a better 
Internet connection. 

Regards, 

Nikola. 
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Nikola 6. Swann, CFA, FRM 


Nikola Swann 
A : Swann, Nikola 
Envoys : Sat Apr 16 16:68:44 2611 
Ob jet : 


The inforraation contained in this message is intended only for the recipient, and may be a 
confidential attorney- client communication or may otherwise be privileged and confidential 
and protected from disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this cnmnunication is strictly 
prohibited. If you have received this conmiunication in error, please iimimdiately notify us by 
replying to the message and deleting it from your computer. The Mc6raw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or fron McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses y<Hi, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 


2 
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From: 

Sent: 

To: 

Sublect: 

Attachments: 


Chambers, Jc^n Qohn_diambers^ 

Monday. April 18. 2011 9:07 AM 
Ruttierford, Matthew; Swann, NUcc^a 
ratings update 

ResearchUpdateUnltedStatesofAmericaAAAAIRat'ngAHrmedOutlookRevisedToNegabve.pdf 


Matt 


Here is the ratings update. 


The media release is coming shortly. 


John 


lohn B. Chan^ersj CFA 
Managing Director 

Chairman^ Sovereign Rating Cormnittee 
Standard & Poor's 



The information contained in this message is intended only for the recipient^ and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected frcnn disclosure. If the reader of this message Is not the intended recipient, 
or an eR^}loyee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this conmiunicatiOT in error, please iimnedlately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without infonnlng the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 

1 
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From: 

Sont: 

To: 

Subject 

Attachments: 


Chambers, John [|ohn_chamb 
Monday. April 18, 2011 9:16 AM 
Rutherford, Matthew; Swann, Nikola 
FW: Media Release PDF 
0108458N.pdf 


Matt 


Here is the rnedia release. 


John 


John B. Chambers 1 CFA 
Managing Director 

Chairman, Sovereign Rating Committee 
Standard & Poor's 



The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected frrwi disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited. If you have received this communication in error, please immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or Information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 


1 
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Chambers, John Qohn chambers 
Monday, April 18. 201 T 11:08 AM 
Rutherford, Matthew 
FAQ/S&P 

CreditFAQACIoserLookAtTheRe\nsionOfnieOutiookOnTheUSGovemmentRating.pdf 


Matt, 


Here is the FAQ. 



From: 

Sent: 

To: 

Subject: 

Attachments: 


It looks like the commentary will go out shortly after lunch. 


I'll give you a call later today. 


3ohn 


John B. Chambers, CFA 
Managing Director 

Chairman, Sovereign Rating Committee 
Standard & Poor's 



The information contained in this message is Intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected from disclosur*e. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this communication is strictly 
prohibited, if you have received this communication in error, please inmiediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 

1 
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content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 
information to McGraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein. 


2 
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From: 

Sent: 

To: 

SubJ^: 

Attachments: 


Chambers, John [John chambers 
Monday, April 18, 20lT5;43 PM 
Ru&iarfi^, Matthew 
S&P 


FiscaiChallengesWeighjngOnTheAAASo\«reignCrediS^atingOnTheGovemmenK)fTheUnited 

States.pdf 


Matt, 


Here’s the fourth article. 


We just published it. 


3ohn 


John B. Chambers, CFA 
Managing Director 

Chairman, Sovereign Rating Crumittee 
Standard & Poor's 



The information contained in this message is intended only for the recipient, and may be a 
confidential attorney-client communication or may otherwise be privileged and confidential 
and protected fr<»n disclosure. If the reader of this message is not the intended recipient, 
or an employee or agent responsible for delivering this message to the intended recipient, 
please be aware that any dissemination or copying of this conmunication is strictly 
prohibited. If you have received this communication in error, please immediately notify us by 
replying to the message and deleting it from your computer. The McGraw-Hill Companies, Inc. 
reserves the right, subject to applicable local law, to monitor, review and process the 
content of any electronic message or information sent to or from McGraw-Hill e-mail addresses 
without informing the sender or recipient of the message. By sending electronic message or 

1 
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information to McSraw-Hill e-mail addresses you, as the sender, are consenting to McGraw-Hill 
processing any of your personal data therein* 


O 
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UNITED STATES 

SECURITIES AND EXCHANGE COMMISSION 

WASHINGTON. DC 20549 


August 12, 2011 


The Honorable Steve Stivers 
U.S. House of Representatives 
1007 Longworlh House Office Building 
Washington, D.C. 205 1 5 

Dear Representative Stivers: 

! am WTiting to follow up on my testimony at the July 27, 201 1 hearing entitled 
“Oversight of the Credit Rating Agencies Post Dodd-Frank’" before the Subcommittee on 
Oversight and Investigations of the House Committee on Financial Services. At that hearing you 
asked me whether credit ratings disclosure is still required to be provided in prospectuses of 
asset-backed securities (ABS) olTerings. In addition, you asked whether there is a pending rule 
proposal relating to the ratings disclosure in prospectuses for ABS offering. Finally, you asked 
about the application of an SEC staff no-action letter to credit rating disclosure (specifically, the 
impact of the no-action letter as it relates to Section 939G of the Dodd-Frank Wall-Street 
Reform and Consumer Protection Act). 

After consulting with my colleagues in tlie Division of Corporation Finance, I would like 
to clarify and correct my response to your questions for the record. Under the current SEC rules 
for ABS offerings, ABS registration statements must include information regarding the rating if 
the sale is conditioned on the issuance of a rating. As you know. Section 939G of the Dodd- 
Frank Act repealed Rule 436(g) under the Securities Act, which resulted in requiring issuers to 
file the consent of an NRSRO named in a registration statement, when that registration statement 
includes the credit rating of the security being offered and sold. Because the current rules for 
ABS olTerings require ABS registration statements to include credit ratings information, the 
immediate impact of the repeal of Rule 436(g), which was elTeclive one day after the dale of 
enactment of the Dodd-Frank Act. was in the area of public offerings of asset-backed securities. 
As a result of the repeal, without further stall action, any registered offering of ABS that is 
conditioned on receiving a rating would have been required to include consent by the rating 
agency that issued the rating for tlie securities. 

We were advised by the rating agencies, both at enactment of the Dodd-Frank Act and 
more recently, that they would not be willing to provide such consent, which, in turn, would have 
caused issuers to be unable to register ABS offerings. In July and November 2010, the staff of 
the Division of CoqDoration Finance issued staff no-action letters to Ford Credit as temporary 
measures to enable ABS issiien? to continue to conduct registered offerings while we and market 
participants determine an appropriate long-term solution. Thus, under the current staff no-action 
letter to Ford Credii, pending further notice, the Division will not recommend enforcement 
action to the Commission ifan asset-backed issuer omits the ratings disclosure that is currently 
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The Honorable Steve Stivers 
August 12, 201 1 
Page 2 


required by SEC rules from a prospectus that is part of a registration statement relating to an 
offering of asset-backed securities. 

During the hearing, I stated that on July 26, 2011, the Commission issued a release 
proposing rules relating to credit ratings (“July 26 Proposing Release” or “July 26 Proposal”). I 
would like to clarify for the record that the July 26 Proposal does not relate to credit ratings 
disclosure. Instead, on July 26, the Commission proposed revisions to rules that apply when 
asset-backed issuers seek to use an expedited registration process known as shelf registration. 

The proposed rules would eliminate the ratings requirement from the SEC’s conditions to shelf 
registration; it would not change the disclosure requirements about ratings in ABS offerings. 

The July 26 Proposing Release also contains additional requests for comments on other aspects 
of a previous SEC proposal relating to asset-backed securities issued in April 2010. 

The Commission, however, did issue a proposal regarding credit ratings disclosure in 
October 2009. In that proposal, the Commission proposed amendments to our rules that would 
require disclosure of information regarding credit ratings used by registrants in connection with a 
registered offering of securities. The Commission also issued a concept release at that time 
asking whether the Commission should propose to repeal Rule 436(g). This rule proposal and 
concept release were issued before enactment of the Dodd-Frank Act and its repeal of Rule 
436(g). Staff currently plans to work through the more recently proposed ABS and NRSRO 
rules before determining what recommendations to make to the Commission on the October 
2009 proposal. Each of the July 26 Proposal, the October 2009 Proposal and the Rule 436(g) 
concept release can be found on the SEC’s Web site. 

TTiank you for this opportunity to clarify the record. Please do not hesitate to contact me 
at (202) 551-2100 or have a member of your staff contact Eric Spitler, Director of the Office of 
Legislative and Intergovernmental Affairs, at (202) 551-2010, if we can be of fiirther assistance. 



Division of Trading and Markets 


o 



